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Uniform System of Accounting for Cities of Third 
Class in New York" 


By Frep G. REusswict 


Proper accounting does not of itself produce efficient admin- 
istration, but it is generally conceded that proper accounts are 
essential to effective administration, to intelligent planning and 
to sound appraisal of the results obtained. An adequate system 
of accounts in a city makes available to the officers thereof 
knowledge of the important facts relating to the city’s operations 


and of the cost and efficiency of their administration, and, if the 
same system is used by a number of cities, makes possible the 
securing of trustworthy comparisons between cities, thereby 
increasing efficiency by placing a statement of the results 
obtained by one city before the officers of others so that all may 
profit by the experience of each. 

I believe, therefore, that we are safe in starting off with the 
assumption that the advantages of uniform accounting are con- 
ceded. But the minute we attempt to leave the starting point we 
are confronted by obstacles in the form of differences of opinion 
as to how far we may go in the development of an accounting 
system without making it too complex for the fiscal officers of 
the smaller municipalities. In some places the salary of the chief 
fiscal officer is so small that he cannot devote his entire time to 
his public work and an involved system of recording transactions 
~~ An address before a joint session of the conference of mayors and other municipal 
officers of New York state and the National Association of Comptrollers and Account- 


ing Officers at Syracuse, New York, 1916. 
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would take more time than he can afford to give. It also hap- 
pens frequently that the chief fiscal officer, who is also the 
accounting officer, is selected because he is a man of known hon- 
esty and the question of his ability to handle accounts never enters 
into his selection. These conditions alone give embarrassment 
to anyone attempting to devise a practicable accounting plan and 
the perplexities are multiplied when we come to consider the 
dissimilarity of financial provisions of various city charters. To 
overcome these obstacles requires both skill and courage on the 
part of the accountant who undertakes the task. We have reason 
to believe that the difficulties are not insurmountable and are 
convinced by the experience of several cities in which the experi- 
ment has been made that the plan which is proposed by the state 
comptroller’s office for the third-class cities of New York is 
adequate and feasible and that it is sufficiently flexible to permit 
of its adaptation to all such cities. It is this system which I pro- 
pose to present for discussion. 


Purposes TO BE SERVED By ACCOUNTS. 


The purposes of good accounting for cities are: (1) to give 
information of the operations of the city; (2) to reflect its finan- 
cial condition and (3) to guide the city in planning for future 
operations and the extension or curtailment of its functions or 
activities. 

Each of these purposes has a twofold aim: (a) to assist the 
administrative officers of the city in performing their duties and 
thereby administering the trusts imposed upon them, and (b) to 
enable the public to judge intelligently of the fidelity, efficiency 
and economy of their chosen officers. 

To elaborate: 

(1) To give information of the operations of the city. 
Accounts showing the cost of doing certain work, others showing 
the probable revenues from any given source, in so far as the 
accounts of the city can furnish this information, are essential 
to the officers in making administrative decisions. The expe- 
rience of a city will enable its officers to set standards of results, 
or of costs, or of both, and to measure the efficiency of current 
operations by such standards. Information as to the costs of 
operations is essential to intelligent and effective administration. 
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To the public this information is of importance as it enables it 
to pass intelligently on the work and past performances of its 
officers and to establish personal responsibility and accountability. 
Cities can hope to have satisfactory administration for long 
periods of time only in so far as the public has means of intelli- 
gently appraising efficient administration or detecting inefficiency, 
rewarding the one and punishing the other. 

(2) To reflect its financial condition. Knowledge of the 
financial condition of the city is needed by the officers in order 
that they may know the extent of their accountability for the 
city’s properties and funds and be informed of the liabilities to 
be met and the revenues to be collected, and that they may be 
advised of, and act within, the limitations imposed by budget 
allowances. This information is equally important to the public 
as it enables it to determine whether the officers have acted or 
are acting within such limitations and whether they properly 
account for the funds and properties entrusted to them, and also 
because it establishes personal responsibility and promotes hon- 
esty among municipal officers and employees. 


(3) To guide the city in planning for future operations. 
Adequate accounts throw light on the operations of the city and 
on the tendency of the prevailing methods of administration. 
They are, therefore, essential to guide intelligently both officers 
and public in matters of future policy. It enables the one to 
formulate them and the other to pass judgment upon them. In 
the formulation of policy, knowledge is substituted for guesswork 
and illusion yields to fact 

REQUIREMENTS OF AN ADEQUATE SYSTEM OF ACCOUNTS 

In order that the purposes above outlined may be served by 
a system of accounts, the following requirements must be met: 

(1) Properly and accurately to reflect the operations of the 
city it is necessary that the accounts show the accrual of revenues 
and expenses as well as encumbrances of appropriations. 

The conditions disclosed in one of the smaller third-class cities 
illustrate the necessity of showing the commitments and obliga- 
tions incurred. It was found by the officers who assumed office 
in 1916 that the outgoing administration had left unpaid bills, 
both audited and unaudited, of about twenty thousand dollars, 
creating a deficit of that amount. This condition was not reflected 
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in the records and ordinarily would be kept from the public. It 
was due to a change in administration that the public became 
aware of the deficit. A proper system of accounts should make 
it impossible for officers to withhold from the public such a vital 
fact as the existence of a comparatively large deficit. 

The systems of most cities show only cash receipts and cash 
payments and all records and reports of cities are built around 
such cash statements. The money actually paid out is not an 
accurate measure of the cost of conducting the business of a city. 
A city might purchase materials in large quantities and postpone 
payment until the next fiscal year, thereby rendering the accounts 
of the two years worthless, either for the purpose of determining 
the cost of operations or for the purpose of making comparison 
between years. 

(2) The system must afford means of showing the financial 
condition of the city at all times. This requirement hardly needs 
explanation. It is a basic essential for any system, yet it is remark- 
able that of the third-class cities few have a system which meets 
this requirement. To accomplish this there must be records which 
disclose not merely unexpended balances of appropriations, but 
as well the obligations of the city upon orders and contracts which 
have been made against the authorizations to spend. It should 
also show the claims presented even if not audited or paid—not 
only the revenues received in cash, but also those accrued which 
constitute assets of the city. It should also show the amount of 
arrears of taxes the city owns—the amount of unpaid assessments 
and the amount of advances made for improvements which may 
be assessed. Accounts reflecting the financial condition of the 
city should be merged into a balance sheet, the administrative 
value of which has not been fully appreciated by the smaller cities. 

(3) In order that a system of accounts shall be suitable as 
a guide for financial and administrative policy, its accounts, as 
stated in the 1909 report of the bureau of the census, “must be 
so arranged and the data recorded therein so classified that 
summaries of results are provided along fixed lines and upon 
common bases so that comparisons can be made between the sum- 
maries for different fiscal periods and between those of similar 
departments or activities of different cities. Its basis of classi- 
fication must be such that the summaries will provide the data 
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for computing costs of service that are of administrative signifi- 
cance,” and, in addition, the accounts should all be combined in 
a centralized system, in a general ledger, so as to permit of 
reports and statements from a single record which will reflect 
the operations and the condition of a city as a whole in such a 
manner as to serve the purposes both of the officers and the public. 


Status OF SYSTEMS IN THIRD CLass CITIES 


The third-class cities of this state offer an almost virgin field 
for the intreduction of modern accounting methods and a standard 
classification of accounts. Some of the larger of these cities, 
indeed, have installed systems which are satisfactory and in all 
substantial respects quite adequate for the particular city, but few 
have adopted a classification of accounts which follows recognized 
standards. 

Most of the cities, however, have no complete system, while 
in many of them the condition of the accounts can only be 
described as chaotic. 

In many cities no double entry system exists, and in some of 
those that purport to use that system no real effort has been made 
to adhere to the double entry principle. A conspicuous example 
of this is the system of a city whose chamberlain kept his ledge: 
in forced balance by means of an account entitled “difference in 
ledger balances,” which was charged or credited, as the case 
might be, with the sum required to maintain the ledger “in 
balance.” 

The most notable defects in existing systems which have come 
te the attention of the comptroller are: 

(1) The failure to disclose liabilities incurred in excess of 
appropriations ; 

(2) The failure to disclose accumulations of liabilities on 
current accounts, which cannot be liquidated by one administra- 
tion and which are passed on to the succeeding administration as 
an added burden; 

(3) The failure to disclose expenditures which have been 
made in the absence of budget authorization ; 

(4) The omission of accounts disclosing the amount of arrears 
of taxes and assessments due and owing to the city; 
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(5) The failure to keep any adequate record of advances 
made on account of assessable work, so that the accuracy of 
subsequent assessments may be controlled; 

(6) The failure to show, in the books of account, the bonded 
and temporary indebtedness of the city. 

So much for the accounting procedure. 

In the matter of keeping a classification of expenses the situa- 
tion is even more unsatisfactory. Many cities’ charters prescribe 
“funds” for which appropriations must be made. Account is 
kept of the cash payments from each fund, very often without 
any further analysis. It frequently happens that the fund out of 
which a payment is to be made is determined by the available 
balance rather than by any other consideration. The titles of 
these funds give only a general idea of their purposes and no 
indication at all of the items which may be or are paid from them. 
These fund accounts are of little or no value to the city if it is 
desired to analyze and make comparison of costs or expenses for 
any fiscal period with those of other periods, and utterly worth- 
less for use in making comparisons between cities. 

Funds of the same title in different cities may not include 
the same items of expense or payment. A few examples will 
make this point clear. In one city the “school” fund must provide 
for and is charged with the interest and principal of the school 
debt, while in another city the “school” fund is not intended to 
provide for these purposes. In one city the maintenance of school 
buildings is under the department of public works and is paid from 
the funds of that department, while in others the school buildings 
are under the jurisdiction of the board of education and their 
maintenance is paid out of the “school” fund. 

When, therefore, a term apparently so definite as “school” 
fund is found to have such a diversity of meanings in different 
cities, it is not astonishing that the so-called “general” fund has 
a different meaning in each city. 

In some cities attempt is made to classify the expenditures 
by subdividing the so-called “funds.” When this is done each 
officer usually adopts a classification of his own conception, 
which would not infrequently be changed or modified by a suc- 
cessor in office. The result is, as might be expected, where no 
standards are adopted and adhered to, that the classification is of 
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very little value for the purpose of making cost comparison 
between different years in any city, and of course of no value 
whatever in making significant comparisons between cities. 


STATE COMPTROLLER’S POWER TO PRESCRIBE UNIFORM SYSTEMS 


The statutes by which the state comptroller exercises super- 
vision over the fiscal affairs of municipalities empower him to 
“formulate and prescribe a system of keeping accounts, which 
system shall be uniform for each class of municipal corporations, 
specified in section 30 of this chapter, and from time to time, 
whenever he shall deem it necessary, direct the installation of 
such system by any one or more of the municipal corporations 
comprising such class.” 

By the same section it is provided that any officer of a 
municipal corporation who shall refuse or wilfully neglect to 
comply with such direction of the comptroller within such reason- 
able time as the comptroller may prescribe shall be guilty of a 
misdemeanor. 

It has been quite generally conceded that the only hope for 
improvement in the conditions of the accounts of municipalities 
lies in the exercise of some centralized authority which will form- 
ulate a uniform system and then prescribe and supervise its 
adoption. 

In an address before the conference last year at Troy, I 
indicated that it was the purpose of Comptroller Travis to have 
devised a uniform system of accounting for third-class cities and 
to secure its establishment by co-operation with the National 
Association of Comptrollers and Accounting Officers as repre- 
sented by a committee. Furthermore, I indicated that it was his 
intention not to enforce such a system arbitrarily upon the third- 
class cities, but to secure its installation through the acquiescence 
of officers in places where it seemed most desirable and where 
it could be installed with least friction. We have proceeded in 
accordance with this declared policy and we have reason to believe 
that much good has already been accomplished. The system 
has for several months been in successful operation in the cities 
of White Plains and Fulton and has more recently been installed 
in Glens Falls, Olean, Saratoga Springs, Mechanicville, Mt. 
Vernon and Ogdensburg. In all these places the system was 
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installed at the request of local officers and without any expense 
to the municipalities except for the purchase of new books. The 
comptroller has also been requested to install the system at Platts- 
burg, Johnstown and Port Jervis. 


WHAT THE Proposep SystEM WILL Do—How 


(1) The proposed system will give to each city a system of 
accounts which will provide an accurate and complete record of 
all the financial affairs of the city. (This is no small advantage 
as those who are familiar with the appallingly crude methods that 
prevail in some of the smaller cities know.) This is accomplished 
by (a) prescribing a double entry system of accounts and (b) 
outlining the entries for each transaction in such a manner that 
the financial effect of each is accurately set forth. Needless to 
say, when this is done, all the crudities in the systems now used 
by third-class cities will have been avoided. 


Among the matters which it is proposed to show on the books 
of all cities may be mentioned (a) encumbrances against appro- 
priations; (b) advances on account of assessable work or im- 
provements; (c) accounts for delinquent taxes and (d) bonded 
debt—matters frequently omitted now from the systems now in 
use. It is intended to merge all these facts in an annual report 
which will be illuminating and complete and, therefore, of more 
value as a basis for forming intelligent judgment as to the city’s 
operations and financial position. 

(2) It will place the accounts of each city and, by this 
medium, its annual report on an accrual basis as distinguished 
from a cash basis. This is accomplished, it is believed, with a 
minimum of record keeping. Accounts must be kept on an 
accrual basis before one can predicate thereon significant conclu- 
sions of any value whatever. The flow of cash in and out of the 
treasury is affected by so many accidental features that accounts 
of cash receipts and payments, however elaborate and carefully 
analyzed, cannot be safely used as bases for conclusions with 
respect to either revenues or expenses of any city or the status 
of its appropriation accounts; still less can such figures be used 
in making comparisons between cities. 

It is in this matter of recording expenses upon an accrual 
basis that we strike one of the essential points of difference in 
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the minds of accountants. It is argued by some that the advan- 
tages to be derived from charging orders instead of payments 
are not commensurate with the labor involved in keeping such 
accounts. I think the experience of those who have tried the 
accrual method will controvert the argument of those whose 
opposition to this plan is based upon fears and imaginings rather 
than actual trial. The second-class cities of the state have been 
working upon the accrual basis for the past three years and have 
comparatively little difficulty. The several cities which have 
tried the accrual basis, as provided in our plan for third-class 
cities, do not report much trouble. As a matter of fact our 
examiners have found in many places that records of the accrued 
orders have been kept as memoranda and it is only a short step 
from this informal method to the formal entering of such accounts 
in the ledger. Most writers upon the subject of municipal 
accounting declare emphatically in favor of the accrual plan. I 
quote from Prof. T. W. Mitchell, of the University of Minnesota: 


What is permitted to lap over into next year’s expense accounts by 
the cash-receipts-cash-payments basis of accounting will be counter- 
balanced in part by that which was permitted to lap over from last year’s 
expense accounts. But only in part; for these lappings are subject to 
considerable fluctuation, particularly in the matter of materials purchased. 
These fluctuations are all the more marked and destructive of the value 
of the accounts where accounting and reporting is on a monthly as well 
as an annual basis rather than the annual basis alone. 

The expenses of a given fiscal period can be obtained accurately onl 
upon the basis of expense accruals and not upon the usual basis of cas 
payments. What is true of expenses is also true of revenues. In our 
attempts at devising a uniform system of accounts for municipalities, 
therefore, we should abandon the cash-transaction-merely basis of 
accounting and adopt the accruals basis, recording every transaction and 
every operation of the city. 


The city of Glens Falls has recently had a most distressing 
and tragic experience in the administration of its finances. The 
certified public accountants who discovered the irregularities in 
the chamberlain’s office, in making recommendations for changes, 
advocate the accrual method in the following language : 


The accounts of the chamberlain should be revised in several respects. 
They have been kept heretofore on a strictly cash basis, recording only 
sums received and sums paid out, without any reference to revenues 
which the city would receive or the expenditures which it would have to 
meet, which would include not only amounts paid out but amounts of 
obligations incurred and not yet paid. We recommend such a revision 
in the interest of better control and supervision of the city’s finances. 


I trust that wherever the comptroller’s proposed uniform 
system is installed, the officers will waive whatever opposition 
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they may have to the accrual basis and at least give it a fair 
trial. If it proves too burdensome it can then be eliminated from 
the system. 

In respect of revenues, the accruals are taken into account in 
the proposed system by setting up asset accounts for all accruing 
revenue items and crediting them to revenue, regardless of actual 
collections. As to appropriations, the proposed system requires 
that all orders, contracts and claims—in other words, all encum- 
brances and commitments—shall be recorded on the books of the 
city and charged against the appropriations. This, together with 
the proposal for an inventory of materials and supplies at the 
end of the year, make it possible to ascertain the amount of 
expenses incurred for each governmental service during the year 
—that is, the actual cost of administration—and at the same time 
has the effect of showing against appropriations, not merely the 
payments therefrom, but all the commitments incurred against 
them. 

It will establish for each city standard accounts for revenues 
and expenses, so that the classification thereof will be uniform 
during all administrations, thereby enabling comparisons of 
expenses and revenues between years in the same city. This is 
achieved by prescribing a standard classification of accounts 
which is made sufficiently flexible to be adaptable to all cities 
even though they differ widely in the volume of business and 
form of organization. 

By providing that the system shall be uniform for all third- 
class cities it becomes possible to make significant comparisons 
between different cities of the third class, and such compar- 
ison makes possible the establishing of standards, giving to the 
cities the advantages that accrue from uniform accounting. These 
are described in an article in THE JoURNAL oF ACCOUNTANCY 
(October, 1913) by Prof. E. F. Gay, dean of the Harvard gradu- 
ate school of business administration, as follows: 

The requirement of uniform accounting methods not only insures 
that all the units (in this case, the cities) shall introduce what is pre- 
sumably a good system, of itself no small advantage, especially in the 
case of the smaller and more slackly conducted concerns, but by com- 
parison and analysis it makes possible the setting of standards. Know- 
ledge of the fact replaces guesswork, and uniform accounting becomes 


one of the master keys to business administration and efficient manage- 
ment. 
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TuHeE BuDGET 


Any plan of financial and administrative control of affairs 
of a city must be predicated upon a properly constructed budget. 

A municipal budget is defined as follows: “A municipal 
budget is the formal, complete, final statement of the proposed 
financial plan for the fiscal period, comprising the authorized 
municipal expenditures for that period correlated with the esti- 
mated revenues and other means of meeting such expenditures.” 

A municipal budget is intended to be and should be used as 
an instrument of financial control. The various appropriations 
for expenditures are in the nature of allowances to be expended 
by the officers of the city for the several purposes named in the 
municipal budget. Through the budget the people and their 
direct representatives should control, regulate and direct municipal 
expenditures, thereby making the administration of government 
efficient and economical. 

That the purpose of the municipal budget may be accom- 
plished, it is necessary that appropriations for expenditures be 
so classified and arranged therein that they may be easily under- 
stood. The classification of expenditures proposed for third-class 
cities is a twofold one: (1) by governmental functions, and 
(2) by purposes of expenditure. The classification by govern- 
mental functions follows that adopted by the bureau of the 
census in its annual report on the financial statistics of cities. 
Appropriations and expenses are grouped by functional divisions 
denoting the operations or activities of the city. This classifica- 
tion is as follows: 

I—General government 
II—Protection of persons and property 
I1I—Conservation of health 
IV—Sanitation and promotion of cleanliness 
V—Highways 
VI—Charities and corrections 
VII—Education 
Vili—Recreation 
IX—Public utilities—non-commercial 
X—NMiscellaneous 
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XI—Municipal indebtedness 
XII—Construction and permanent improvements 
(Financed from tax moneys or current revenues) 
XIII—Public utilities—commercial 
For the classification by purpose of expenditure, a number of 
standard accounts are proposed which are suggested by the 
experience of cities which, it is believed, are adjustable to all 
cities even though they differ widely in volume of business. 
These standard accounts are as follows: 
(a) Salaries, wages and fees. 
(b) Travelling expenses. 
(c) Office expenses. 

Note: This includes postage, stationery, tele- 
phones, telegrams, printing of forms and blanks, 
books of record and accounts, premium on fidelity 
bonds and all office incidentals. 

(d) Printing and advertising. 

Note: This includes the publication of notices 
and all general advertising, printing of reports, pro- 
ceedings of boards and council, election printing and 
advertising. 

(e) Purchase of equipment. 

Note: This includes purchase of furniture, 
machinery, horses, vehicles and equipment of all 
kinds. 


(f) Maintenance of equipment. 
Note: This includes repair and storage of 
equipment, board of horses, care of machinery. 


(g) Material and supplies. 
ES occconedesseticessucens (specify) 


(h) Repairs by contract or open market order. 
(i) Special contractual expenses. 
I 06405 cnaneheneseceees ab’ (specify) 
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(j) Rent. 

(k) Insurance. 

(1) Pension fund contribution. 
(m) Other expenses (specify) 

It is believed that all cities should segregate their expenses in 
accordance with the foregoing classification and that in the budget 
the appropriations should be segregated in the same manner. If, 
however, any of the smaller cities should regard the above classi- 
fication as too elaborate, they may use as many of these accounts 
as they choose and group expenses not specifically shown in the 
account for “(m) other expenses.” 


The departments are listed under the functional title according 
to their governmental activity. If cities classify their accounts 
in accordance with the functional classifications herein outlined, 
even though they do not show the expenses in all the detail 
here suggested, it will still be possible to make comparisons of 
expenses between cities, with the assurance, not now to be had, 
that the accounts and functional expense totals, which are the 
subject of comparison, are made up of the same items and in the 
same manner in all cities. 

In some of the cities of New York the charter designates 
certain funds for which appropriations must be made. In those 
cities the council should segregate the appropriations for each 
fund in accordance with this proposed budget by listing under 
each fund the departments and expenses for which provision is 
made in the fund appropriation. It will thereby be possible for 
the fiscal officers of those cities to classify the expenses in accor- 
dance with the standard budget, notwithstanding the fact that 
appropriations are made, as they legally are required to be, by 
funds. 


THE ACCOUNTING PLAN 


The forms of municipal organization of third-class cities, 
particularly as to financial charter provisions, differ widely. In 
devising a system for any city it is necessary to have in mind, 
and to adhere to, the provisions of law appertaining to that city, 
for, however desirable a system may be otherwise, if it does not 
enable the officers to display the information which the law 
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requires them to keep, it is unsuitable for that city. This consid- 
eration is frequently overlooked by accountants when devising 
systems for municipalities. 

The differences of conditions are so many and the forms of 
municipal organization so varied that it is deemed desirable to 
limit the prescribed uniformity to a classification of accounts 
and to certain definite accounting requirements. It is not deemed 
advisable to prescribe a system all the details of which shall be 
uniform in each third-class city. The physical forms and records 
by means of which the prescribed requirements are to be met 
must necessarily differ in each city and be controlled by the size 
and personnel of the clerical force and the individual form of 
governmental organization. It is obvious that the advantages 
of uniformity can be secured by the application of uniform prin- 
ciples notwithstanding that the practice and procedure vary in 
details. This is what the state comptroller proposes to do. 

To illustrate the practicability of this, two cities were selected 
as examples, and this uniform system adapted to each. 

First—The city of Fulton was selected as representative of 
the smaller third-class cities, having the familiar form of organi- 
zation consisting of government by a common council and a 
number of administrative boards or commissions, with the audit- 
ing power distributed among them, and with a charter that 
requires appropriations to be made for specified funds and not 
otherwise segregated, and in which no clerical assistance is given 
to the fiscal officer, who alone must handle all the detail work 
of the office. 

Second.—To illustrate the. other extreme, the city of White 
Plains was chosen. This city has, in all essentials, a municipal 
organization fundamentally different from that of the city of 
Fulton. Its finances are centralized under the control of one 
officer who alone audits the accounts against the city and has a 
fairly large staff of clerks and assistants. White Plains, there- 
fore, requires and must operate a more elaborate system, one 
having a more unified control than is practicable for Fulton. 

In both cities, the system requires a general ledger, the pur- 
poses of which are (1) to make available in a single record all 
the facts necessary to inform the officers concerning the true 
financial condition of the city and the result of its operations, 
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and (2) to obtain accounting control over the detail and subsidi- 
ary records prescribed. In both cities, in addition to the ordi- 
nary features generally contained in all systems, accounts are 
provided for taxes receivable and revenue accruals, advances for 
assessable local improvements, for bonded debt and for reserves 
for delinquent taxes. 


The general ledger accounts in the city of Fulton are divided 
into three groups as follows: current accounts, assessment 
accounts and capital accounts. 


The current accounts group includes records of all trans- 
actions relating to those expenses which are provided for in the 
annual tax or appropriation budget, revenues available to finance 
them and the trust accounts. 


The assessment group includes accounts which relate to the 
assessment work of the city, the levy of assessments and their 
collection, including the financing of delinquent assessments. 

The capital group includes the accounts for bond issues for 
construction purposes (excluding assessable work) and the 
expenditure of the proceeds of such bond issues. This group 
also contains accounts showing the value (appraised or assessed) 
of the city’s properties, the bonded debt of the city and the 
resulting capital surplus. 

The accounts for the city of White Plains are divided into 
five groups, three corresponding to those of the city of Fulton, 
and, in addition, separate groups for trust accounts and for 
sinking fund accounts. 

Current accounts should be kept separate from all others, 
the intent being to keep all the accounts relating to current 
operations and those which arise out of, or enter into, the annual 
appropriation and tax levy isolated from all other accounts. These 
current accounts are to be closed at the end of the year into a 
“current surplus” account, thus indicating how the financial plan 
of the city actually worked out. That is, if there is an excess 
of revenues over expenses, it will be shown by a credit balance 
in the “current surplus” account. If, however, the expenses, 
on the basis of accruals, exceed the revenue provisions made, 
then a debit balance will exist in this account, reflecting what is in 
fact a current deficit. The balance of this account should be 


175 








The Journal of Accountancy 


merged into the budget of the succeeding year, either by way 
of reduction of taxes, if there should be a surplus, or by budget 
appropriation in the case of a deficit. 

These two cities, White Plains and Fulton, were selected as 
typical of the two extremes in third-class city government, the 
one typical of the metropolitan district and the other of the 
interior of the state. It is believed that what has been designed 
for these two will be adaptable to all other cities and yet we 
are prepared to meet conditions entirely different from those 
present in the two types which have been selected and to apply 
the essential features under any form of city government. It is 
our hope that this system of accounts will impress itself favor- 
ably upon all, and that within the near future it may be placed 
in operation in all the third-class cities of the state of New York. 
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Industrial Accounting 
IV. 
By F. J. Knoepper, C.P.A. 


The final test of real worth in statistical presentation lies in 
the results actually obtained through corrective action, based 
upon intelligent study of the facts presented. Intelligent study 
demands that definite facts be recorded in a manner that compels 
attention and permits the mind readily to concentrate its entire 
energy upon the most essential and vital features. 

This is especially true with regard to the variables of opera- 
tion costs. Comparison and study of data presented in the last 
article, under groups G, can be greatly assisted by the use of 
graphic charts, as illustrated in plates I and II]. The charts are 
self-explanatory. A close study of these charts will bring forth 
the question: Why did utilized cost fall below the forecast? As 
soon as we seek for a true and satisfactory answer, we will recon- 
struct that question and we will ask: What were the causes, and 
what portion of that total “inefficiency loss” did each cause 
contribute ? 

This question can be satisfactorily answered only after a 
factory has provided itself with efficient methods of control. 
Under modern factory organization and management all pro- 
ductive activity is brought under centralized control and direction. 
A department, frequently termed a planning department, is 
responsible for the efficient scheduling of all work through the 
factory. It analyzes each order and arranges the order of work 
for each productive unit. Its prime object is to prepare for the 
concerted action of all energies put forth, in order to eliminate 
waste of possible productivity and to make possible the attain- 
ment of standardized time and output under all operations. 

As all delays must or should be reported to the planning 
department, and as all failure to attain the standards set must 
be explained, it is quite reasonable to state that the planning 
department is in a position to furnish the accounting department 


with explanatory data covering variations from standards. 
* + * * * 


177 



















































































et 
pe 4 
~~“ 
\ A 
<4 $24 
2 ~r&) azn 
= oe 4 
= olol|lo ~ 5 og 
= N 
s ba - 
= Ny rt 
weaken = 
= o | ¢+4SVDsxe04 g TY x 
S 92 Lo] GL 
iS Twnove—ro | © 
a 
= 
230 | AON | 190} das | SAV | TAC AWW | dv | SV | G34 | NYE isoo : NON] 10 | das DNV | WAC] NAT] AVN Ud¥ | Uv Gas | NYT iso dD 
Srv1AgSaS SdiIABaS 
SLSOD AIHLNOW- SALLY INWND BALLWAVAWOD | SiSOD ATIHLNOW- TWNOGIAIGNI SAILVAVdWOD 
I 3LV 1d I 3LV 1d 





























> 








> 











— 





y 





| 
| 
Pence OT 


——_—— 


— 





4 


> 


}—-+—- 


Industrial Accounting 


CHART I 














1 
t 


REPORTED SERVICE USE X SERVICE RATES 


FROM CHART II 


CHART IL 


FROM 

















179 








The Journal of Accountancy 


Considering for the present such data as would affect service 
cost in the form of a usual ledger account, we find that a balancing 
or an “inefficiency loss” account is necessary, or at least very 
desirable. The following illustrative accounts are not actually 
employed, or need not be employed in practical costing: 


(A) Service Cost 


(a) Actual cost: (b) Forecast: 
(1) Labor, XX.XX (1) Labor XX.XX 
(2) Supplies, xx.xx (2) Supplies, xx.xx 


(3) Ete., etc., xx.xx xx.xx (3) Etc, etc. xx.xx XX.xx 














$xx.xx (c) Balance, xXxX.XX 
(c) Balance brought $xx . xXx 
down, $xx.XxX 
(B) Service Usep 
(b) Forecast: (d) Utilized: 
(1) Labor, xxX.XX (1) Dept. A., xx.xx 
(2) Supplies, xx.xx (2) Dept. B, xx.xx 


(3) Ete., etc., xx.xx xx.xx (3) Etc, etc, xx.xx xx.xx 











(e) Balance—unutilized : 
$xx.xx (1) Cause A, xx.xx 

(2) Cause B, xx.xx 

(3) Etc., ete, xx.xx XxX.xx 





$xx.xXx 


(C) INEFFICIENT SERvIcE Use (Cause A) 

(e-1) Unutilized A, XX.XX 
(D) INEFFIcIENT Service Use (Cause B) 

(e-2) Unutilized B, xx.XX 
(E) INEFFICIENT SERVICE USE (ETC., ETC.) 

(e-3) Unutilized, etc., xx.xx 


It will be noticed that “service cost” is debited with actual 
cost in the same manner as that in which the usual expense 
account is charged. The amount credited under (Ab) is debited 
to “service used,” under (Bb). The balance of (Ac) brought 
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down represents the difference previously referred to “between 
actual cost and forecast” and could appear either upon the 
debit or credit side of the account. 

(Be), credited to “service used,” is shown segregated as to 
causes and charged to various “inefficient service use” accounts, 
under (C, e-1), (D, e-2), (E, e-3). 

(Bd), credited as “utilized” cost under “service used,” is the 


amount actually charged into final operating cost. 


This again calls attention to the three divisions or channels 
of cost: 

1. Actual, deferred or accrued; or exceeding 
the average anticipated or forecast cost. 

2. Applied to operations, as a warranted and 
allowable cost. 

3. Cost forecast above or below the amount 
warranted or allowable; or loss through “inefficient 
service use.” 

A study of the following diagram will be helpful in fixing in 
mind these important divisions. 
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The actual loss through “inefficient service use” can be pre- 
sented in a very compact exhibit, following the illustration given 
below. 
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STATEMENT OF LossEs 


Through inefficient service use 


Incurred Causes 

for period A B 

January, $ 00 $ 0O$. 

February, $ 00 $ 0O$ 

2 months 

average 

March 

3 months 

average 

April 

4 months 

average 

May 

5 months 

average 

June 

6 months 

average $ .00 $ .00 $ .00 $ .00 $ .00 $ 00 $.00 $xx.xx 
It should be clearly understood that the foregoing form of 

presentation applies only to such services as cannot be charged 

to productive units upon a basis of actual measured consumption. 


* * * * * 


In certain cases, where actual consumption can be ascertained 
but the cost of equipment employed for transmission of service 
energy is comparatively high, the maintenance cost of such equip- 
ment should be treated as a separate service, distinct from the 
cost of the energy which it may convey or transmit. For instance, 
we may separate electric current service from electric current 
transmission service. The reason should be clearly understood. 


Electric current generated may cost 8 cents per K.W.H. The 
maintenance and cost of conduit, wiring, etc., may cost 5 cents 
per productive hour. The delays as tabulated in the planning 
department would not so seriously affect the per K.W.H. cost of 
the current itself (especially if purchased from an outside power 
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company) as it would affect the transmission service cost, which 
is purely an hourly burden and depends entirely upon maximum 
productivity to keep the unit cost within the standard as set. 

Variations between forecast and actual cost of service cannot 
be shown or accounted for as can variations between forecast 
and utilized cost of service. This is so because of the many 
variable factors influencing the actual cost of certain services as, 
for instance, boiler plant operations. 

However, the presentation suggested in plates I and II, with 
regard to such variations in actual cost, will be productive of 
economical results in service operations and will assist in bringing 
these operations to a higher state of efficiency, through the influ- 
ence of a closer supervision, which is bound to result from proper 
and continued study and investigation. 

Responsibility for economy and efficiency in service depart- 
ments is more clearly established and usually better imposed than 
in productive departments, largely because all the factors involved 
in the service are generally, so to speak, under the eye of a 
single individual, who is entirely and finally responsible; whereas 
in productive departments various factors and influences origin- 
ating largely outside of the department itself become operative 
upon production, so that the source of inefficiency may lie entirely 
beyond the control of the department wherein its existence was 
brought to light. 

Chart II reviewed the flow of data up to groups G and I, and 
indicated as the next consideration the relation of Gto I. This 
is clearly shown in chart III, G being shown in four sub-service 
groups, and I in five sub-productive groups. The number 
of sub-groups used is most convenient for _ illustration. 
Had numerous groups. for G and I been employed in 
chart II the presentation would have been rather confusing, 
and for this reason groups G and I were shown with only one 
service and only one productive department in operation. 

The sectors shown in chart III indicate excess of cost over 
the cost actually absorbed—sectors in G representing unutilized 
cost and sectors in I representing operating cost above standard. 

Chart II also indicated for consideration the relation of stan- 
dard burden rates to I. The use of standard burden rates was 
explained in the preceding article, and is also shown on chart III. 
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Group H. General utilization of service cost. 
Made up in the accounting department. 
Arranged for comparative monthly and cumulative totals. 
(A) Utilized cost below forecast: (from groups G) 
Ga, (monthly )—(cumulative) 


Gb, ™ 
Ge, ” m 
Gd, “ “ 
Ge, ‘“ “ 
Gf, “ “ 
Etc., " " 
(Aa) Total “ . ° (To group L) 
(B) Actual cost above forecast: (from groups G) 
Ga, (monthly )—(cumulative) 
Gb, ° * 
Ge. «“ és 
Gd, . " 
Ge, ‘ ” 
Gf, “ - 
Etc., " 7” 
(Bb) Total “ as (To group L) 


Should utilized cost exceed the forecast, or actual cost fall 
below the forecast, the value can be shown in red or by marking 
the item with an asterisk. 

The accounting department must transfer the total values 
under Aa and Bb to group L. 

No general ledger entries are required. 

* * * * * 


Group I. Review of departmental accomplishments. 
Made up in the accounting department. 
Arranged for monthly comparison. 
(1) Operation cost (burden) 
(a) Labor—indirect 
(Detail) (from groups B and C) 

(b) Supplies used (from group E) 

(c) Incidental expense (from group F) 

(d) Insurance (accident and liability) 

(from groups A and B) 
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(e) Material* (from group S) 
(f) Sum of a, b, c, d, and e. 
(2) Depreciation of plant (from schedule of 
fixed charges) 
(3) Interest on plant values (from schedule 
of fixed charges) 
(4) -Service cost: (on basis of service rates) 
(a) Productivity 
(b) Actual use or consumption 
(c) Elapsed time 
(d) Sum of a, b, and c. 
(5) Total (operating overhead cost) of 1, 2, 3, and 4. 


(to group J) 
(6) ¢Standard operating overhead cost (to group J) 
(7) Actual (5) above standard (6) (to group J) 
(8) Actual (5) below standard (6) (to group J) 


(9) Direct labor (from group D) 

(a) Production 

(b) Betterments 

(c) Maintenance 

(d) Total of a, b, and c. (to group J) 
(10) Percentuin rate of actual overhead cost 
(11) Percentum rate of standard overhead cost 


The accounting department must transfer the values appearing 
under 5, 6, 7, 8 and 9 to group J. 
No general ledger entries are required. 
* * * * * 
Group J. Significance of productivity. 
Made up in the accounting department. 
Arranged to exhibit current month and cumulative cost and 
variations by departments. 
(1) Actual burden or operating overhead cost: 
(a) Incurred during current month (from group I) 
(b) Incurred prior to current month. 
(c) Total a, b, incurred to date. 
~*The classification of material (1e), as an element of overhead is frequently 
advisable when material is of negligible value, and also when its consumption bears 
a fixed proportion to some other element of cost, as labor, power, etc. 


+Standard operating overhead cost (6), is arrived at in the foregoing case by 
multiplying (9d) by (11). Percentum rate of actual overhead (10) is of course 


obtained by dividing (5) by (9d). 
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(2) Actual overhead above standard applied on actual 
production : 
(a) Loss for current month (from group I) 
(b) Loss prior to current month 
(c) Total, a, b, loss to date. 
(3) Actual overhead below standard applied on actual 
production: 
(a) Gain for current month (from group I) 
(b) Gain prior to current month. 
(c) Total a, b, gain to date. 
(4) Net loss or gain to date: 
(a) Net loss, (2c-3c) (to group L) 
(b) Net gain, (3c-2c) (to group L) 
(A) Labor cost of productivity: 
(a) Incurred during current month (from group I) 
(b) Incurred prior to current month 
(c) Total a, b, incurred to date 
(B) Labor cost of productivity below standard set as 
normal productivity : 
(a) Shortage for current month 
(b) Shortage prior to current month 
(c) Total a, b—shortage to date 
(C) Labor cost of productivity above standard set as 
normal productivity. 
(a) Excess for current month 
(b) Excess prior to current month 
(c) Total a, b—excess to date 
(D) Net shortage or excess to date: 
(a) Net shortage, (Be-Cc) 
(b) Net excess, (Cc-Bc) 


The accounting department must transfer the total values 
appearing under 4a and 4b to group L. 

No general ledger entries are necessary. 
The value of A, B, C and D of this group must be con- 
1F sidered with regard to the basis it furnishes for determining the 
exact percentage of departmental operating efficiency. 

This will be discussed in a subsequent article, after the value 
attaching to the manner of presenting groups G and I has been 
dealt with in the next article. 
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A Problem of Central Station Accounting 


By Henry C. MILter. 


Ten million five hundred thousand dollars is estimated by the 
committee on customers’ records of the National Electric Light 
Association to be the annual cost of the work of billing some 
5,800,000 customers of the electric lighting companies. The com- 
mittee reports that “it is of the opinion that a very considerable 
saving can be effected by a careful study and selection of 
methods.” As a preliminary study the committee has reported 
replies of 60 per cent. of the companies of the United States and 
Canada to certain questions which are calculated to bring out 
differences of practice and point out tendencies to uniformity. 


The striking feature of the report is the question of loose- 
leaf versus bound ledger. Of 568 companies reporting, less than 
20 per cent are using the bound book. This condition of affairs 
is the result of development. A great majority of companies 
formerly used a bulky bound volume of from one to three thou- 
sand folios. The rapid growth of the business in the past decade 
has compelled frequent rewriting of the customers’ accounts 
because any initial arrangement, whether alphabetical or geo- 
graphical, soon became a hopeless confusion and loss of time 
necessarily resulted. 


There are certain fundamental principles of central station 
accounting which must be considered in the choice of the cus- 
tomers’ ledger. 

First—That maximum growth of the business is determined 
by the area of the company’s territory. 

Second (and as a corollary of the first).—That efficient prac- 
tice requires a geographical arrangement of the accounts. 

Third.—That meter reading, billing and collecting are inter- 
dependent functions. 

Fourth.—That maximum efficiency is obtainable only when 


the work of the monthly billing cycle can be equally divided over 
the working days of the cycle and among the men of the force, 
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either reading, billing or collecting, and an increase of force 
comes at the peak cycle task of the force, and not at the indi- 
vidual peak of one of the force. 

It does not appear from the report of the committee that all 
of these principles have been recognized in the preference for the 
loose-leaf book. For example, less than 30 per cent. of the com- 
panies reporting have arranged their accounts geographically. 
This condition of affairs suggests a rather general lack of dis- 
cernment of the tendencies of the business and a too ready aban- 
donment of the problem to the make-shift remedy offered by the 
loose-leaf salesman. 

The geographical arrangement is essential to any approxi- 
mation to efficiency and the committee will find a considerable 
saving possible in uniformity in this particular. 

The committee wisely recognizes the fact that it is not con- 
clusive that any particular practice is right because it has the 
support of a majority of the companies. 

Superficially it might appear that the bound ledger has been 
definitely superseded, but the evidence so far available is not 
convincing. At the risk of being considered a reactionary, the 
writer is disposed to think the best results may be obtainable 
with the bound book. The unit volume must, however, be limited 
to the daily billing capacity of the ledger clerk and should not 
exceed 400 folios. 

The bound ledger is permanent in character. If all other 
records are loose-leaf or cards the ledger at least should be bound. 
This eliminates the danger of removal of an account surrep- 
titiously for a personal interest or through conspiracy with other 
employees or customers of the company. Further it should be 
noted that with the best practice the ledger is used by a number 
of employees and for both accounting and collection purposes, 
and the loose-leaf cannot be properly guarded against mischief. 

That the consecutively numbered folio offers the readiest 
access for posting and other references is clear. The superiority 
of the bound book in this respect cannot well be questioned. 

In the geographical arrangement of the accounts the company’s 
territory is first carefully routed and the route or working cycle 
divided into equal or approximately equal divisions. With each 
of these fixed sections as a ledger district the accounts may be 


188 


ee 








| 
| 





Central Station Accounting 


written into as many ledger volumes as may be required and 
any rapid growth thus affects only the ledger district and not the 
whole route, and no general unbalancing of the system results. 
The interlarding of an extra ledger volume with folios com- 
mencing where the last ended accommodates the growth of any 
section. The necessary periodic rewriting of the accounts can 
be spread out so that some writing may, if desirable, be in 
progress at all times and without the slightest disturbance to the. 
routine of the office. 

When we comprehensively carry in mind the correlation of 
the functions of meter reader, bill clerk and collector, the neces- 
sity for promptly recording credits and ready access to the 
accounts for collection and credit work, and the danger of unlim- 
ited mobility of records, it may safely be predicted that the most 
efficient practice will demand the bound ledger. 

The future task of the committee is first to acquire further 
statistical information, then to enunciate the fundamental prin- 
ciples involved and finally to recommend a uniform practice. 
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A Limited Audit: 


By Joun R. RucksTELL, C. P. A. 


No doubt it has been the experience of most professiona: 
accountants to make occasional engagements with clients for a 
limited examination of a business, but at the same time general 
in its scope. This paper will outline procedure in the writer’s 
practice, but for the sake of economizing the valuable space of 
THE JoURNAL I omit many details that may be considered as 
fundamental or common to all audits. These details are assumed 
to be sufficiently obvious to the large majority of those who will 
read this article. 

When a limited examination must be made the excuse is 
generally 

(a) A fixed time within which the client must have a state- 
ment and report, or 

(b) A limit of expense placed upon the examination. 

Under each of these reasons a different procedure would 
obtain, dependent only upon the purpose for which the examina- 
tion is to be made. If the accountant’s report is to be the basis 
of purchasing a business or for the establishing or extension of 
credit by a bank, the examination would necessarily follow differ- 
ent lines than if clerical irregularity were suspected and the 
examination were made at the instance of a management or 
board of directors. 

For the making up or general verification of a balance sheet, 
where much detail is unnecessary, examinations are more often 
brief than otherwise, and while some observations may later be 
made on this phase of the subject, I will assume an engagement 
to examine the records of a business for the purpose of deter- 
mining honesty or discovering fraud. Let us designate, say, a 
firm dealing in building supplies and general hardware. The 
period will be the year 1915. 

The proprietor has called in an accountant and the following 
is a gist of the interview: 

“The firm is doing a fairly large business in volume, while 
barely breaking even in profits. There has been no evidence of 
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fraud and no one is exactly suspected. The proprietor has, 
however, done some figuring on the volume of sales, prices paid 
and received for several of the leading lines handled, and making 
liberal allowance for general and overhead expenses and citing 
former experiences, has concluded that there may be something 
wrong, and he admits that he is wholly unable to account for 
the decreasing net profits. He does not want to spend much money 
for an examination, but will engage the accountant for a fixed 
fee, with the understanding that the examination will be made as 
broad in scope as circumstances will allow and at the same time 
comprehend the most vital features. It will be expected that 
the accountant’s report will advise the management upon the 
honesty of employees, the efficiency of administration and a 
reason for small net profits.” 

Having the purpose and contractual limitations of our engage- 
ment defined, we begin work. It will be advisable to make a 
little working programme, to indicate how the examination shall 
proceed—what records are first to be examined, those next, etc. 
This programme will be found valuable as between the chief 
accountant and his assistants—each \feature being separately 
reported upon as it is partly or finally completed. 

We will, as is almost universally the custom among account- 
ants in making examinations of this character, begin with cash. 
The cash is counted, being particular to note its composition— 
coin, cheques, tags, etc., listing the tags and comparing cheques 
with entries on cashbook, being also particular to note the dates 
of the cheques. Next we should foot the cashbook columns at 
the point where the examination is made. This may be in small 
red ink figures, or, if made in pencil, the accountant may take 
them off after footing to prove cash and also to preserve them 
for later use, to know, should changes have been made, just what 
these final footings were. It would now be well to see that all 
the cheques found and counted as cash on hand have been entered 
in the cashbook and are actually a part of the cash we have 
included in the columnar footings. It would be in order next 
to verify the bank balance, particularly as we shall here suppose 
the bank balance with the undeposited cash on hand to represent 
the balance shown by the cashbook. Having now satisfied our- 
selves that the cash on hand and in bank (the latter verified 
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preferably by a visit to the bank) agrees with the cashbook 
balance, it would be our next step to verify the correctness of 
the cashbook footings. If at some reasonably near period the 
cash balance had been verified by a competent person whose cer- 
tificate is available, we should go back to that point. If no such 
proof had recently been made, we should instruct our accountant 
to go back, say to a three months previous balance and, with 
that balance taken for a starting point, should have everything 
checked from this point—items, extensions, footings, deposits— 
till we reach and verify the final footings we made when we 
counted the cash. If this examination of the cash records has 
been done properly and no irregularity is found during this recent 
period, we may feel safe in assuming similar regularity under the 
same administration for a longer previous period. Should there 
be a petty cash or revolving fund in operation, this should of 
course receive attention. 

An observation is here made on the receipts side of the cash 
record. It has been the writer’s experience with accountants that 
most of them are satisfied when they find the recorded receipts 
check out to a complete accountability in the extensions, footings, 
postings, deposits, etc. But in my own experience, when all 
these have been verified, the following questions generally come 
up in my mind: Are we sure that all cash received was entered? 
What possible means lie open for particular receipts that have not 
been recorded? The disbursement side is generally easy, for 
here we demand vouchers; but the proof that the entered receipts 
include all the cash that was taken in is often difficult to estab- 
lish to the point of certainty. 

Since we are working under a time limit and, in justice to 
ourselves as well as to the client, must divide our work so that 
the most important account shall be the least neglected, we shall 
next examine and analyze the merchandise account. Here a 
double purpose must guide us: we are to see that no irregularity 
has been covered, and, further, here we must try to discover 
(if no irregularity is found) the cause of the firm’s failure of 
better success. Our accountant is ordered to secure the latest 
inventory that has been taken, also inventories of two or three 
previous periods, to enable a comparison of subdivision totals 
of some of the leading staples of stock carried. We should next 
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have a tabulated schec ule made of purchases by months for two 
or three of these periods, each month being divided into two 
items: (a) local purchases and (b) all out of town purchases. 
Next we should have a schedule made of monthly sales for these 
periods, also divided into (a) charge sales and (b) cash sales 
over the counter. In regard to cash sales, a short period, say a 
recent month or even a shorter time, should be assigned, for 
which a complete check of the cash sales should be made to 
account for every numbered tag between these dates, or list the 
missing numbers. 

Having finished the preparation of these schedules, we should 
assign one man to the work of taking certain articles of stock 
handled that are among the most expensive as to unit value and 
also among the most portable, such as small tools, cutlery, etc., 
and preparing a schedule to show 


(a) Quantity on hand January 1, 1915; 

(b) Quantity purchased during the year; 

(c) Quantity sold during the year; 

(d) Quantity on hand by calculation December 31, 1915; 

(e) Quantity on hand as per physical inventory, December 
31, 1915. 


This latter may be a difficult task, but if the firm keeps no 
stock records, this is a means of determining whether or not stock 
is stolen. The writer recalls an experience where a wholesale 
drug company was systematically robbed of costly drugs, and as 
it kept no records of stock incoming and outgoing, we used the 
above outlined means of discovering loss, and by proving the 
loss of particular lines a little detective work soon traced some 
of these missing drugs to the basement of the home of one of 
the company’s employees. 

While one accountant is on the foregoing work, another might 
be assigned to checking up for a recent month all credit memo- 
randa found for returns of stock sold or allowances made. These 
data should be made into a schedule, so that certain items may 
be verified, and, to save the time of our accountants, the man- 
ager or some member of the firm may have this verification 


made for us, 
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The purpose of examining the data on stock returns is to 
see that such credits do not cover abstractions of cash through 
appropriating a portion of coin collections and crediting up an 
allowance, discounts or goods returned. 

As a general or particular examination of customers’ or cred- 
itors’ accounts is made, we should select forty or fifty at random, 
have statements taken off, the statements listed and _ then 
mailed with a request for confirmation, while we keep the list 
until the returns come in. 

Inquiry should be made as to claims against transportation 
companies for overcharges, demurrages, etc., as because these are 
frequently paid in coin, and often are disputed and of doubtful 
collection, the claims account will sometimes show a considerable 
leak. 

The notes receivable, acceptances and other securities carried 
should be listed, to show in the case of bills receivable the makers, 
dates, amounts, endorsed payments, securities carried and balance 
due. The list should then be checked with the account, being 
particular to see that the dates of payment endorsed on the notes 
agree with the credit dates in the ledger. The list might also 
be submitted to an active member of the firm for a comparison 
with his knowledge of the facts while the examination is in pro- 
gress. Shortages have been covered by (a) substituting, (b) fail- 
ure to endorse part payments on a note and withhold cash from 
entry, (c) claiming surrender to a bank or other agency for col- 
lection, (d) hypothecation and in other ways. 

Detail of this investigation need not here be extended to 
include a particularizing of various other accounts that should of 
course receive attention, such as general expense, notes payable, 
pay-roll, etc., etc. As already stated, these commonplace features 
are familiar to all practising accountants. 

We are now supposed to have reached our time limit and shall 
conclude our services by preparing a report. 

This should be carefully done. It may be accompanied by 
statements and schedules where these have been compiled. The 
report should state quite specifically what has been done and the 
limitations by dates or periods of the accounts and records exam- 
ined. As there are possibilities of error or irregularity in the 
unexamined periods which have not been disclosed, the account- 
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ant must protect himself and his reputation from their possible 
discovery, by making his report so definite that he will be exon- 
erated from blame both by himself and his client for failure to 
find what may later be discovered. Then, after having thus 
protected himself and assuming the report to be favorable, 
the accountant should give his honest opinion as to the sufficiency 
of the investigation to satisfy the client. In the foregoing 
summing up, a favorable report has been assumed, for if it were 
unfavorable by reason of discovered irregularity of sufficient con- 
sequence, it would be likely to justify the extension or continu- 
ance of the accountant’s employment to include what had been 
omitted. 

It is unnecessary within the limitations or purpose of this 
paper to present from our supposed findings a hypothetical analy- 
sis of the firm’s merchandise account, fulfilling one of the reasons 
for our supposed employment, by showing the client a cause for 
small profits. This might easily be made the subject-matter for 
a separate article to show, for instance, that gross profit percent- 
ages were based on cost instead of on selling price, or that certain 
classes of goods were being freely sold at a small margin of profit, 
but swelling the gross sales of the firm, while other lines of high- 
priced units carrying the largest margin of profit were going 
slowly, thus tying up invested (and perhaps borrowed) capital. 

Finally, to summarize and review this outline of a supposed 
limited audit: the accountant may feel satisfied with the honesty 
of his services and their value to the client, if he has assured 
himself that within the limits of allotted time the most essential 
or vital accounts have been examined; that the examination of 
such accounts has been sufficiently extensive to establish a reason- 
able degree of certainty that irregularity would have been found 
had there been any practised through these particular accounts ; 
that a comprehensive report has been made which will leave the 
client in no doubt as to the limitations of the accountant’s work; 
that the client has been advised that the scope of the investigation 
does not fully prove honest accountability; that the reason for 
small annual net profits has been given; that he has left behind 
him an impression of clearly presented facts and an absence of 
any argument calculated to solicit an extension of his services. 
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Back To Single Entry 
By Ray Ovip Hatt, M.A. 


Those of us who are interested in the history of accounting 
naturally wonder what will be the next change in the interest and 
opinion of the accounting profession. We have witnessed the 
abolition of blotters, the introduction of cards, slips, and loose- 
leaves, the subdivision of the merchandise account, and other 
reforms of similar significance. We have watched the evolution- 
ary process as it divides the subject of accounting into more and 
more departments and develops each department for finer effi- 
ciency. What will the next important “variation” of the account- 
ing species be like? Wherein will the textbooks of the next 
decade differ most from the best texts of the present? 

In my opinion the part of accounting texts most greatly in 
need of a general overhauling is that concerned with single entry. 
The treatment of this important topic is usually little more than a 
small collection of very inaccurate bromidioms. The theoretical 
phases of the topic are either completely ignored or carelessly 
glossed over. Where, for instance, can we find any consideration 
at all of the essential difference between a nominal account in 
single entry and one of double entry? Where in advanced 
accounting works is there a conscientious attempt to apply ap- 
proved accounting devices to single entry systems? 

The reason why single entry is so inadequately treated is more 
easily understood than justified. There is current a strong preju- 
dice against single entry systems. They have fallen into such bad 
repute among accounting authorities that a careful study of them, 
even from the standpoint of pure theory, is deemed a bore and a 
waste of time. This lack of interest in the theory of single entry 
has worked in a vicious circle toward the unconditional rejection 
of single entry as one of the legitimate implements of the account- 
ant. This, scarce need be said, is unfortunate. Single entry still 
deserves a place in the sun. Further, the man who is unsound in 
single entry theory cannot be sound in double entry theory. Such 
a man is untrustworthy as an accountant. The abstract theory 
of any profession is the very life blood of its practice. In the 
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words of John Dewey, “Men must at least have enough interest 
in thinking for the sake of thinking to escape the limits of routine 
and custom.” The accountant of the future must be interested in 
single entry theory for theory’s sake. He cannot say with Klein: 
“The accountant’s chief interest in single entry is connected with 
the fact that the practitioner is frequently called upon to change 
such a system to double entry.” 

The five statements below, taken from the works of leading 
authorities in accounting, serve as illustration of what there is of 
weakness in contemporary studies of single entry. These state- 
ments are criticised and amended in the latter part of this paper. 

1. “Where books are kept upon a partial or incomplete 
system of bookkeeping, they are said to be kept by single entry.”’ 
—Greendlinger. Also Bentley and Lisle. 

2. “Single entry keeps personal accounts only,” p. 68, Klein’s 
Elements; p. 17, Keister’s Corporation Accounting; p. 9 Nixon 
and Stagg’s Accounting and Banking; p. 187, vol. I., Green- 
dlinger’s Accounting Problems. 

3. “The only check on the accuracy of the posting of single 
entry is to go over it all again and tick off each item,” p. 42, 
Lisle’s Accounting in Theory and Practice; p. 62, Dicksee’s 
Advanced Accounting, and p. 187, vol. I., Greendlinger’s Account- 
ing Problems. 

4. “From single entry books we cannot obtain sufficient 
information to make a statement of assets and liabilities. Hence 
it is necessary to obtain information from sources other than the 
books.”—Klein. Also Greendlinger. Also Wildman, p. 44, 
Principles of Accounting. 

5. In double entry the balance sheet and profit and loss 
statement “mutually cheek and prove each other, but in single 
entry there is no proof.’-—Klein. Also Lisle, Greendlinger, and 
Wildman. 

Statement one overestimates double entry rather than under- 
estimates single entry and demonstrates, as most of the other 
statements do, the folly of one’s exposing double entry before he 
has given hard thought to single entry. This particular statement 
suggests a mistaken notion of the purpose of bookkeeping itself. 
Bookkeeping—double entry or single entry—is best viewed as a 
sort of statistics which treats of the recording, classifying and 
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tabulating of money transactions. Evidently a single entry system 
does not provide complete classified records of all the affairs of 
an establishment, but neither does a double entry system. Does it 
record the orders of goods not in stock? Does it show the total 
amount of merchandise discount offered? Does it keep the 
amount of each clerk’s sales? Many similar questions there are 
which also must be answered in the negative. Some of these 
questions pertain to statistics so valuable that it would clearly be 
better to collect them and keep only a single entry system than to 
neglect them and keep a double entry system. 

We well may wonder who is responsible for the doctrine that 
the adequacy of business statistics is tested by an equilibrium— 
that omniscience is assured the business manager whose books 
show an equal sum of debits and credits. The whole weird fancy 
suggests the logic of the Greek philosopher, which unfolds itself 
somewhat in this manner: 

The most perfect line is a circle, 

The most perfect circle is a sphere. 

God is perfect: 

God made the universe; 

Ergo, the universe is a sphere. 
Many modern accountants seem unconsciously to worship equi- 
librium much as this ancient philosopher worshipped the circle. 
Having enumerated the various shortcomings of single entry, 
Greendlinger adds: “And of course, there can be no equilibrium.” 
Some accountants have even insisted upon proving single entry 
by patching up the ledger totals for an equilibrium test. Many 
seem to regard it sacrosanct to add to the statements any datum 
unnecessary to establish an equilibrium. At least, their statement 
forms persistently omit such important data as graphs of sales 
by weeks and months; lists of contingent liabilities, including notes 
endorsed for accommodation by the business ; statements concern- 
ing the net income of the business, and calculations which estab- 
lish the average marking price of goods and fix the margin with- 
in which the manager may indulge in cut-throat competition with- 
out incurring a positive loss. For the sake of having an equi- 
librium in the ledger, some accountants prescribe the keeping of 
a duplicate cash account in the ledger! Are our accountants equi- 
librium mad ? 
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An interesting instance of equilibrium worship occurred in the 
classroom recently. An accounting student, having failed to in- 
clude the proprietor’s account in the trial balance, observed when 
he corrected his omission that the proprietor’s account should 
always be the difference between the two sides of the trial 
balance when the account is left out. Agape and perplexed at 
this sudden revelation of the marvels and mysteries of double 
entry, he exclaimed, “Goethe is right! Double entry is one of the 
fairest inventions of the human mind.” He had not seen that 
cash, or any other account, would yield a result similar to the 
one he had discovered by manipulating the proprietor’s account. 
Some other marvelous features of equilibrium would be found 
quite as specious and even Sprague, the most penetrating of 
theorists, sometimes clothes his equations with a glamor that they 
ill deserve. 

Statement two is admissibly a rough approximation. All 
accountants know that most single entry systems have a cash 
account and that many of them have also a merchandise account 
and a subdivided expense account. Statements like this second 
one arise either from a straw man conception of single entry or 
else from the weary feeling that something must be said about 
single entry—just what, little matters. Klein is responsible for 
such a statement when he says (p. 82), that there are no internal 
checks in single entry to serve as a deterrent on fraud and care- 
lessness. 

Keister, Neal & Cragin, Klein and others have shown that 
statement three is quite wrong. Single entry does have a proof of 
posting—a trial balance if you will—which is neither more nor 
less effective than the equilibrium test of double entry. In single 
entry as in double entry, the total debits in the books of original 
entry must equal the total debits in the ledger. It is likewise with 
the credits ; though in a trial balance of the main ledger in double 
entry only one side of the books of original entry need be in- 
spected. Also, in single entry as in double entry, the balance of 
the debit and credit totals of the books of original entry must 
equal the balance of the debit and credit totals of the ledger. 
This is as truly the principle of the double entry trial balance 
as the oft-stated principle that, since debits equal credits in the 
books of original entry, they must also equal each other in the 
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ledger. In fact many modern double entry systems make lavish 
use of this single entry principle. Note how the balance of a 
controlling account in the main ledger is compared with the bal- 
ance of all the accounts in the auxiliary ledger. Yet in spite of 
all this, Greendlinger says: “There are hardly any principles to 
speak of in single entry.” 

Number four, though an implication rather than a statement, 
overlooks the necessity of correcting double entry books by in- 
jecting figures from outside the books—those concerned with 
inventories and accruals. The accuracy of a double entry balance 
sheet is perhaps more contingent upon a fine evaluation of assets 
than upon the accuracy of ordinary posted entries. 

At least, it is true that in double entry, as in single entry, the 
profit or loss can be ascertained only by a comparison of the assets 
and liabilities at the beginning of a period of business with those 
at the end of the period. One should not allow any prejudice 
against single entry to befog this basic fact. 

The fifth statement, like statements one and four, is an over- 
estimation of double entry rather than an underestimation of 
single entry. The fact is that the proof of statement is no such a 
proof as it is commonly believed to be. Indeed it is barely more 
than a second trial balance with the sequence of the accounts 
changed. In creating the equilibrium upon which the proof of 
statement is based, the following process is used. Certain accounts 
of the trial balance—the accounts of business—are closed in a 
group by taking a single balance called either profit or else loss. 
This balance is carried down to the rest of the accounts of the 
trial balance and added to one of those accounts—that of the pro- 
prietor. Of course, the total debits and credits of the second group 
of accounts will balance. This same mechanical process is em- 
ployed when, in closing the ledger by cross entries, certain 
accounts are closed into a trading account, and this account in 
turn is closed into the profit and loss account. 

It should be evident from what has been said that the “proof” 
of statement would be just as good, if the two groupings of 
accounts were made at random, or alphabetically, placing in each 
group some accounts of business and some accounts of finance. 
The truth of this statement is frequently seen in actual practice; 
for the statements “prove” perfectly when no clear distinction has 
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been made between charges to capital and charges to revenue. 
They will prove in fact, as suggested above, in spite of any or all 
of the other classes of errors that do not throw the ledger out of 
balance. 

It is obvious that this exposition requires refining, for it does 
not mention inventories. They, too, appear in the statements. 
However, they do not much alter the fundamental principle that 
the proof of statement is nothing more than a second trial bal- 
ance. The inventories operate to increase the credit of the first 
group of accounts of the statements and to increase the debits of 
the second group of accounts. In other words, they are simply 
journal entries introduced into the statements to the debit of 
accounts of finance and to the credit of accounts of business. The 
statements would prove just as well if each inventory were set at 
seventeen billion dollars. Again, it would make no difference 
whether it is the horse and wagons account or the bills payable 
account that is favored with a particular inventory. Wages might 
be debited by an accrual of a million dollars, but the proof would 
not be affected in the least. To recapitulate, the proof of state- 
ment verifies the posting to the ledger about the same as the 
trial balance does, but ordinarily it proves neither the net gain nor 
the net worth. 

These facts substantiate the principle above stated, namely, 
that the net gain cannot be ascertained either by double or by 
single entry except by comparing the net worths at the beginning 
and end of a business period. Corollary to this principle are two 
others of importance in understanding the nature of the proof of 
statement. They are these: the only thing of importance that the 
proof of statement can from its nature be expected to prove is 
the amount of net profit or loss: (2) it does not prove the net 
worth. The formulating of these corollaries requires the follow- 
ing reasoning: 

(a) The “mutual check of the statements,” as has been 
shown, is well-nigh worthless: both statements might 
be wrong, and the check would still operate. Hence, 
(2) it does not prove either the net profit or the net 
worth. 

(b) Therefore, to prove the result of either statement 
requires resort to sources outside the books. 
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(c) Now the net gain cannot be ascertained and proved 
from outside the books; but the net worth can be, for 
there are tangible assets which can be evaluated and then 
checked up. 

(d) When given this net worth, known to be correct, (1) 
we can prove the net profit by the “mutual” check in 
precisely the same manner as is done in single entry. 

Although, when given a true net worth, the proof of state- 
ment checks the profit; it does not verify the individual accounts 
of the business statement. This is seen when we consider the 
facts that (1) any error in the books that does not throw the led- 
ger out of balance will escape detection by the proof of state- 
ment, and (2), that the posting of a debit to the debit of the 
wrong account, as is done in capital and revenue mix-ups, does 
not throw the ledger out of balance. 

A comparison of the single entry statement with the double 
entry statements is now in order. The balance sheet of double 
entry, when “proved” by the inclusion of the net investment and 
the net gain, is almost identical in both form and content with 
the single entry statement. The double entry statements cannot 
be proved except by a re-evaluation of assets; it is the same with 
the single entry statement. If the net worth statement of single 
entry is known to be right, the net profit can be proved; it is the 
same in double entry. The causes of loss and gain cannot be 
proved by the statement either in single or in double entry. 

That the double entry proof of statement is more toy than 
tool seems clear. That it does not merit the plaudits showered 
upon it by orthodox accounting theory is certain. But it is 
slightly useful. As a sort of second trial balance it serves to 
check the transferring of the ledger balances to the statements 
and the closing of the two groups of accounts within the state- 
ments. This is but a small service, however, for the post-closing 
trial balance does almost exactly the same work. In addition to 
performing this slight service, the proof of statement, being prac- 
tically identical to the single entry statement, may fulfil the same 
mission—that of establishing the net profit by subtracting the net 
investment from a net worth known to be correct. 

Most of what has been said above concerning the proof of 
statement is illustrated in the statement on an adjoining page. 
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If it is true that single entry is not necessarily incomplete for 
the purpose of collecting account-statistics, that it has a trial 
balance, and that it has a proof of statement quite as effective as 
that of double entry, wherein lies the superiority of double entry? 


In general, however, double entry is to be preferred for 
various reasons. For one thing, it has a good reputation. Again, 
it is a standard method that has come to be understood, casually 
at least, by millions of people; and it seems to serve best as a 
point of departure for the study and improvement of accounting 
devices. To some, it seems to derive a peculiar esthetic flavor 
from its much worshipped equilibrium. Last, its proof of post- 
ing is slightly shorter than that of single entry. 

Single entry, both in theory and practice, merits more favor 
than it has received. The accounting texts of 1925 should cull 
out at least some of the crude criticisms of the subject which fill 
the comparative paragraphs of the present decade. Some day 
there may be a definite movement towards a partial rehabilita- 
tion of the primitive system. This is something to look forward 
to. 

THE CONVENTIONAL “PROOF.” 





Liabili- 
Accounts Debits Credits Losses Gains Assets _ ties. 
H. M. Gray, prop. 300 5000 
Gi WE os cede ae 9400 8900 500 
Expense (inv. 75) 1275 30. =1170 75 
Bills vec. ........ ae tee 400 
Adtte. WOE. «ceca 3855 2000 1855 
Mdse. (inv. 4400). 18000 16000 2400 4400 
Bills pay. ........ 1100 1400 300 
a ivecnwes 3000 4000 1000 
38690 38690 1170 2400 7230 1300 
Net gain 1230 
H. M. G. invested 5000 2400 2400 
“« “« “ withdrew 300 4700 
0? ee « 1230 
Present capital 5930 


7230 7230 
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AN UNCONVENTIONAL ONE. 











Liabili- 
Accounts Debits Credits Losses Gains Assets _ ties. 
ee e. SO voces 300 5000 4700 
Rs is dg ainsi 9400 8900 500 
Expense (inv. 75) 1275 30 75 1320 
BO i sacicre 1760 ~=1360 400 
BR ose eee 1855 
Mdse. (inv. 4400) 18000 16000 2400 4400 
i Seer 1100 = 1400 300 
Rete cscs SO 
38690 38690 900 7475 7575 
Net gain 6575 
Accts. pay. invested 4000 7475 = 7475 
‘ withdrew 3000 1000 
" “gained 6575 
Present capital 7575 


7575. 7575 
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EDITORIAL 


Interest and Cost 


The question of the inclusion of interest in cost is one that 
seems to follow the example of Tennyson’s Brook. 

THE JouRNAL oF ACCOUNTANCY has consistently maintained 
that except for purposes of comparison the inclusion of interest 
as an element of cost was technically unsound and furthermore 
was unwise from a public point of view. This latter feature of 
the case was ably discussed in an article in THE JOURNAL OF 
AccouNTANCy for June, 1916. There is much to be said in a 
theoretical way in favor of the inclusion of interest in manu- 
facturing cost, but we doubt if there can be adduced any proof 
of the practical advantage or accuracy of such a plan. Naturally 
any accountant whose attention is solely devoted to the con- 
sideration of costs and their effect upon results of industry may 
be pardoned if he is inclined to take in everything that can be 
included as a cost factor. We admit that for purposes purely 
comparative there is justification for a statement of cost in which 
interest charges are included, but we stoutly contend that to 
carry the interest factor into inventory and display it upon the 
balance sheet is absolutely without justification. 

Two recently issued public documents have an important 
bearing upon the general question. One, emanating from the 
bureau of business research of the graduate school of business 
administration of Harvard University, maintains that interest 
is an element of cost. Another, The Fundamentals of a Cost 
System for Manufacturers, prepared by the federal trade com- 
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mission after consultation with a special committee of the 
American Association of Public Accountants, while making pro- 
vision for comparative statistics based upon the inclusion of 
interest, goes further and explains the limits which should be 
set to the application of the interest-in-cost principle. 

The Harvard production is naturally theoretical. This as- 
sertion does not imply anything derogatory to the Harvard schoo1 
of business administration. It merely emphasizes the theoretical 
factor which is so apt to be prominent in academic discussion. 

Authors of the Harvard bulletin, which is entitled The Har- 
vard System of Accounts for Shoe Wholesalers, while they pro- 
test their adherence to the theory of the inclusion of interest, 
feel it incumbent upon them to defend their position, and accord- 
ingly devote a considerable portion of the pamphlet to an explan- 
ation of their views. It is only fair that we quote the argument 
in full: 


STATEMENT REGARDING INTEREST ACCOUNTS 

Tn the Harvard system of accounts for shoe wholesalers /nterest on 
capital—borrowed (item 39), and Interest on capital—owned (item 40) 
are charged as items of expense. In the Harvard systems of accounts 
for shoe retailers and retail grocers these two interest items are treated as 
an application of net profit. This change introduced in the accounting 
system for shoe wholesalers is of large significance. The reasons which 
have guided the bureau in its decision are here set forth. 

The change in the form of the profit and loss statement is indicated 
hy the following abbreviated sections of the profit and loss statements 
for shoe retailers and shoe wholesalers. 


Harvarp System oF ACCOUNTS FOR SHOE RETAILERS 
Profit and loss statement 
17 Gross profit on merchandise..............  «-seweves scan 
44 Total of expense statement (includes pro- 
prietor’s salary and rent of owned store, 
but does mot include interest)........ «saves 
45 Net profit (or loss) from merchandise opera- 
tions 


51 Total operating net profit (or loss) of the 
REPRE eee ee Ee Ss ee eee 

2 Application of total operating net profit 
53 Interest on capital—borrowed 
54 Interest on capital—owned 
55 Dividends on capital stock 


56 Total interest and dividends........... 


57 Final surplus (or deficit) for the period 
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Harvard SystEM OF ACCOUNTS FOR SHOE WHOLESALERS 


Profit and loss statement 
21 Gross profit on merchandiee.....c0ccieecs Baas — 
53 Total expense (includes proprietor’s salary, 


rent of owned store, and interest on 
capital—both borrowed and owned).... = = eeaaee 


54 Net profit (or loss) from merchandise 





BIE oink 5 cB Spevediusessounatecees.. Aiea 
Net gain statement 
i ee PONCE MIE a6 oii Nci bs socises.. Shae 
56 Interest and rentals earned.........000 ceccee covces 
Sy Tun wet enee fer Wes oc. cacanc. eee 


58 Dividends . (corporations), sharings 
(partnerships), or withdrawals (pro- 
SFUMUGUNNNE) oo isc ci censtackeoteaaes | Ho 2 yee 


59 Surplus (or deficit) for the period......-- = saaaee 





By charging Interest on capital—owned and Interest on capital—bor- 
rowed as expense, instead of entering these items in the last section of 
the profit and loss statement, it is to be noted that total expense is thereby 
increased and a new definition is given to net profit. The final earnings 
of the business, however, are unaffected, for the interest on capital owned 
is credited to Jnterest and rentals earned, item 56, and is included in 
Total net gain. It is to be noted also that interest on capital owned and 
interest on capital borrowed are charged in the same way. This is neces- 
sary in any uniform accounting system which is to be used as a basis for 
collecting figures from numerous businesses. If one merchant is operating 
entirely on his own capital and another borrows half the capital employed 
in his business, the relative interest charges of the two businesses can 
obviously be compared only by determining the total interest charge for 
each business. Since there is no serious controversy, however, regarding 
the method of accounting for interest on capital borrowed, the discussion 
is here limited to the treatment of interest on cay.tal owned. 


Some of the objections to treating interest as an application of net 
profit were recognized when the Harvard system of accounts for shoe 
retailers was drafted, but, for reasons of expediency, that treatment was 
adopted. In five years’ experience, however, the bureau has encountered 
difficulties which were not fully anticipated at the outset. These difficulties 
have largely arisen because of the provision in the retail accounting system 
that Interest on capital—owned be charged at the current rate for unin- 
corporated businesses, but that corporations enter their dividend payments 
in lieu of Jnterest on capital—owned. This makes the returns unsatisfac- 
tory. A corporation may pay dividends which are in excess of the amount 
that would be charged upon the capital actually invested if the charge 
were made in the form of interest rather than as dividends. Or a private 
concern may incorporate and reduce Total interest and dividends even 
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if the investment continues the same. This will happen if the dividends 
paid are less than a fair rate of interest on the actual investment. To/al 
interest and dividends for such a corporation cannot be compared fairly 
with the figures of an unincorporated business of the same size. 


In the second place, although the final surplus shown on the profit and 
loss statement for incorporated companies agrees with the balance sheet 
surplus, the final surplus for unincorporated businesses is not necessarily 
a balance sheet surplus since all or a part of the interest charged on 
capital owned may be left in the business and this fact not shown on the 
profit and loss statement. These practical difficulties in the utilization of 
the retail accounting systems have been experienced by the bureau in 
summarizing the figures which it has collected from shoe retailers and 
retail grocers. 


In deciding to reconsider the method of treating interest, the bureau 
was influenced not only by these practical difficulties, but also by numerous 
shoe wholesalers and other business men who strongly urged the bureau 
to charge interest as an expense. Since reopening the question, it has been 
discussed not only with reference to the wholesale shoe business, but with 
reference to other mercantile and manufacturing businesses. The bureau 
has obtained the advice and opinions of many business men—manufac- 
turers, wholesalers and retailers, bankers, accountants and others. The 
large majority of the business men consulted are in favor of the change. 
Because of the importance of the question the bureau has endeavored to 
give full weight to the arguments on both sides and to look at the ques- 
tion from all angles. Its decision has not been hastily reached. After 
prolonged and careful consideration it has concluded that the change is 
advisable not only from the point of view of its wholesale shoe research 
but also on broader grounds of general business policy and public interest. 

In discussing this question it is necessary that a clear distinction be 
made between “expense” and “expenditure.” Inasmuch as no outside 
liability is incurred or expenditure made for proprietor’s salary or rent 
of owned store, some accountants believe that no specific charges should 
be made for these items as expense. The “net profit” shown by subtracting 
total expense, exclusive of these items, from gross profit includes com- 
pensation for proprietor’s time, rent for his store if owned, interest on 
his investment, and a final net profit as a reward for the risks which he 
assumes and for his proficiency in managing the business. Under such 
a method it is left to the proprietor to compute these four items for 
comparison with the total “net profit.” As a matter of practice, many 
proprietors who follow this plan do not make even a mental computation 
and very frequently fail to realize that their business is not yielding them 
the returns to which they are entitled. Those who are opposed to charg- 
ing the business with proprietor’s salary and rent of owned store also 
consistently oppose the charging of interest on capital owned to expense, 
but do advise the charging of interest on capital borrowed to expense. It 
has become more and more commonly agreed, however, among accountants 
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and other business men that it is advisable for each proprietor to charge 
his business with a salary equal to what he could earn if employed else- 
where and also to charge as expense the rent on owned place of business 
equal to the rental for which the premises could be leased. When the 
Harvard system of accounts for shoe retailers was drafted it was decided 
to charge rent on owned store and proprietor’s salary as expense. There 
is such diversity in the form of proprietorship and in ownership of prem- 
ises that figures for expense are worthless unless based upon a uniform 
accounting system providing for just such charges as these. 


The bureau has come to the conclusion that every business, whether or 
not incorporated, should bear a specific charge for interest on the net 
investment—the amount which the capital could earn if invested else- 
where. No business is truly profitable unless it yields the proprietor not 
only a salary for his time and rent for his store, if he owns it, but also 
interest on his investment. The bureau has decided, furthermore, that it 
is more practicable from an accounting standpoint to consider this interest 
charge a part of expense rather than a distribution of profit. 


There are objections to the plan of including interest in expense which 
deserve the most careful consideration. One of the objections is that 
rates of interest vary between localities. Yet the fact that interest rates 
vary is not a valid reason for not including interest in the expense state- 
ment. The rate of wages varies; rent varies; and one of the objects of 
this research is to learn the differences in expense for these different 
items. 


Another objection is that the rates of interest also vary between indi- 
vidual concerns. In this connection the proposed plan is criticised on the 
ground that the interest charge represents an estimate. The determination 
of the rate of interest to be charged for each business presents some 
difficulties. The bureau has finally decided, however, to use the ordinary 
interest rate on reasonably secure, long-term investments in the locality 
in which the business is situated. In measuring the results of his business, 
as has already been pointed out, the business man, if he thinks about the 
subject at all, computes the amount of interest which his capital would 
safely earn, without his personal éffort, in some other form of investment. 
Inquiries of the bureau make clear that in each locality a definite idea 
prevails as to what constitutes the rate of interest normally to be expected 
on long-term investments and therefore influencing the action of the indi- 
vidual investor. The bureau has decided that it can safely use this com- 
monly expected rate. This interest charge is the minimum amount which 
the business must earn on the capital invested before it can be considered 
profitable. The business should earn something more in the way of 
“profit”; but the subject of profit will be discussed in greater detail later. 
That the interest charge is an estimate is not a vital objection. Serious 
error in the determination of this interest charge is not likely. Further- 
more, in all cost accounting some apportioning or prorating of items is 
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necessary, and in most of these instances the possibility of error seems 
to be fully as great and in some much greater than in the estimate of 
the interest charge. 

Another objection, and one of some weight, is the difficulty of deter- 
mining the amount of the net investment. The theoretical difficulty of 
defining capital has been met by the definition which the bureau has 
adopted (see item 40, page 19). Inasmuch as rent is to be charged as a 
separate item, the value of land and buildings used in the business is not 
to be included in this principal sum. Goodwill, patents, trade marks 
and other intangible assets are excluded as are also outside investments 
in other businesses or in other property. The items involved in the 
calculation are: 


Assets Liabilities 
Cash Notes payable 
Notes receivable Accounts payable 
Accounts receivable Accrued items 


Merchandise on hand 
Equipment, at depreciated value 
Prepayments 


The valuation of equipment is perhaps the most difficult point in the 
determination of net investment. A concern which is starting in business 
will charge its capital account with all equipment purchased at cost, 
including transportation charges. At each inventory period a proper 
amount should be charged to expense as depreciation and credited to this 
capital account. The balance of the account then represents the net 
investment in equipment—the original investment plus additions less 
the amount charged to expense as depreciation. A going concern which 
has not followed this method should make a valuation of its equipment 
at the amount which that equipment is actually worth and then depre- 
ciate that amount properly at each succeeding inventory period. In 
so far as the charging of interest to expense encourages better accounting 
for actual investment and proper depreciation of equipment, the bureau 
believes the change in its plan is highly advisable. The amount of the 
net investment must be determined in the case of corporations entirely 
irrespective of the amount of capital stock authorized or issued; the 
capital stock may be much in excess of the real investment or, on the 
other hand, the business may be under-capitalized. 

A fifth objection is that the inclusion of interest in expense tends to 
cause a less conservative valuation of inventories, especially in manu- 
facturing plants, and to show as profit available for dividends amounts 
which have not been realized or even earned. This a danger which 
must be guarded against. Valuation of inventories of merchandise and 
stock is a subject to which the bureau has already given careful atten- 
tion, and it realizes fully that great caution must be exercised in this 
matter. By whatever method interest is handled, however, the dangers 
of over-valuation must be guarded against and proper allowances made 
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for depreciation. The inclusion of interest in expense should not make 
the valuation of inventories less conservative. Most of the bankers with 
whom the bureau has conferred state that they have no serious objection 
to the inclusion of interest in expense so far as the valuation of inventory 
is concerned, providing the borrower always follows the same method. 

It is stated that the charging of interest to expense tends to encourage 
unwise plant expenditure by stimulating plant investment which will 
fail to yield returns at a rate which is commensurate with the risk 
attending the investment. There is no reason for anticipating this result 
providing only that the item of profit as distinct from interest is clearly 
recognized. Unwise investment is more frequently encouraged in every- 
day business practice by the failure to make a definite charge for interest. 
Several striking examples of this have been found, and the following 
statement, quoted from a communication which the bureau has received 
from the director of a large shoe manufacturing and wholesaling com- 
pany, is significant : 


“Many large concerns began business as jobbers and had their 
jobbing business strongly and profitably established before they 
thought of entering the field of manufacturing. When they did so, 
it was usually without a clear comprehension of the accounting 
questions involved, and with a very natural inclination to favor the 
infant industry as much as possible. The jobbing house had never 
been charged with interest on capital, so the question of charging it 
to the factory was not considered. Yet the jobbing house usually 
did the financing, which meant furnishing the factory with plant, 
equipment, merchandise and money for pay rolls and expenses out 
of funds most, if not all, of which were borrowed, which resulted in 
the jobbing house paying out much more for interest than it would 
have done otherwise. The jobbing house also generally took the 
factory’s product as soon as finished and carried it, sometimes 
thereby incurring additional warehouse charges. Frequently, too, 
the factory’s goods were handled on a closer margin for the jobbing 
house than would be the case with goods of other make. 

“The result of all this was a showing of profits for the factory 
and a reduction of profits-for the jobbing house. I have been en- 
gaged for many audits which were inspired solely by a desire of the 
directors or stockholders to learn who was getting the money which 
they felt sure the jobbing house must be making, but which failed 
to show up in the annual statement. The tendency of the factory 
managers was to become over-satisfied with their ability as profit 
producers; the decadence of the jobbing houses became a by-word, 
and many concerns were actually wrecked by the misunderstand- 
ings and dissensions engendered by this surprising ignorance of facts 
which should have been apparent to the most casual observer.” 

The objections raised by those who are opposed to the inclusion of 
interest in the expense statement are founded upon a conception of net 
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profit which makes “net profit” a residual item including both interest 
and profit. The bureau believes that from all points of view it is de- 
sirable that a distinction be made between interest and profit. It is 
granted by those who consider interest and net profit as synonymous 
that the proprietor of a business rightfully expects the business to yield 
him something more than the salary which he could earn if employed 
by another, rent on his store and interest on his capital. It is this 
additional profit which induces him to engage in business on his own 
account. It compensates him for his own proficiency in organizing and 
managing the business and for the extra risks which he incurs as pro- 
prietor and investor. The “profit” earned in one year counterbalances 
the loss of another year; and, considering the industry as a whole, the 
“profit” earned by one business counterbalances losses incurred by others 
of the same sort. 


This item of “profit” is purely residual; it is quite distinct from 
interest; and it is to be justified on entirely different grounds. From the 
point of view of the individual business man full recognition of this 
distinction between interest and “profit” is desirable, in order that he may 
more fairly judge of the results of his efforts. From the point of view of 
public advantage it is unquestionably desirable that entrepreneur ability 
should be stimulated and encouraged, and that the justification of “profit” 
over and above interest should be recognized. It is a mistaken notion 
that high profit is necessarily or even commonly the result of extortion. 
Good quality and service to the public and good wages to employees are 
not in the least inconsistent with a high “net profit” produced by excep- 
tionally able management. The public and employees are, in fact, more 
likely to suffer under poor management and small profit than under good 
management and large profit. The inclusion of interest in expense seems 
to the bureau to bring out the fact that capital is entitled to definite 
returns and that each business should yield a profit over and above interest, 
rent and salaries. To face the question of profit squarely instead of in 
confusion with interest seems likely in the long run to bring about 
healthier business conditions and to promote social harmony. 


There is nothing startlingly new in the arguments which are 
advanced by Harvard in the foregoing excerpt. All of us are 
more or less familiar with the views of some cost accountants and, 
while the explanation now given is as lucid as any which we have 
seen, it fails to dispose of the fact that in so far as public 
policy and technical accuracy are concerned, interest on capital 
is not and cannot be considered part of the cost of production. 


Now let us turn to the pamphlet issued by the federal trade 
commission. Here we find the following discussion of interest: 
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INTEREST 


The question of whether interest on the capital invested is a proper 
charge against cost of production is one on which there is a marked 
difference of opinion. The cases where it is considered desirable to 
include interest in cost may be grouped under two heads: 


1. Where materials have to be stored for long periods while a 
seasoning process is being completed. 


2. Where it is desired to show the effect of variations in the amount 
of capital employed and the term of employment. 

As seasoned material has a higher value than when first purchased, 
it is apparent that the interest on the capital locked up during the 
seasoning forms in a sense a direct part of the cost of the material. 
lf the material were purchased in a seasoned condition, a higher 
price would have to be paid, and this price would at least include 
interest and other carrying charges. 


As some manufacturing processes require the use of expensive equip- 
ment or take a long time to complete, both of which tie up capital, 
while other processes require neither the equipment nor the time, it is 
impossible to get true relative costs unless consideration is given to 
interest on the capital employed. 


Cost accountants and industrial engineers, for comparative and sta- 
tistical purposes, almost unanimously advocate including interest in cost, 
and so far as interest is included in cost for comparative or statistical 
purposes it serves a useful purpose. 


Auditors, on the other hand, who are more directly interested in the 
preparation of statements showing the financial condition of a business, 
take the ground that interest is not an item of cost and that to include 
it in cost results is an inflation of inventory values and an anticipation 
of profits. It is true that including interest in cost does inflate the in- 
ventory and is an anticipation of profit by exactly the amount of interest 
charged to the cost of the goods on hand. In arriving at inventory values, 
however, the approximate interest which has been charged to the cost of 
the goods on hand can be readily eliminated. 


It is recommended that where interest on the investment is treated 
as an item of cost that the interest charged to the goods on hand be 
eliminated from inventory values, and, that in preparing profit and loss 
statements the amount of the interest charged to costs during the period 
be returned to income under the specific caption “interest on investment.” 

The arguments put forward by Harvard dealing as they do 
with the theoretical side of the question are, we think, fully met 
in the article appearing in our June issue to which reference has 
been made above. The federal trade commission, on the other 
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hand, addresses itself more directly to the practical problems in- 
volved and, in view of the general tendency of governmental de- 
partments toward theory rather than practice, it is particularly 
gratifying to find the federal trade commission enunciating sound 
principles which will, we think, carry conviction to the minds of 
men of practical affairs. 
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Income Tax Department 
Epitep By JoHNn B. Niven, C.P.A. 


The treasury rulings issued since the August issue of THE JouRNAL 
or AccoWNTANCY are of minor importance. They consist of: 

T. D. 2349, dealing with compromises allowed for delinquency in filing 
returns for the year 1915; T. D. 2353, giving an extension of the pro- 
visions of T. D. 2344 to October 1, 1916. 


REVENUE Bit 1916 


The amendments of the federal income tax law contained in the 
revenue bill recently submitted are still being discussed in the senate at 
this writing, and the text of the new law, therefore, will not be available 
for insertion in this month’s issue of the Journal. (A copy of this bill 
so far as it related to income tax, as first introduced into congress 
appeared in THE JourNAL oF AccounTANCcy for August.) From the 
tenor of the reports appearing in the public press it is gathered that 
the debates in the senate have been devoted more or less to the rate 
of tax to be imposed and to the institution of new sources of revenue 
rather than to criticism of the amendments proposed by the govern- 
ment on the present law. It may therefore be quite in order to make 
a few comments on the changes proposed in the law, especially in the 
administrative and operative part of it. 

Reference has already been made to the rearrangement of the order 
in which the various provisions appeared in the old law. It will now be 
seen that part I contains all the provisions relating to individuals, citizens 
and residents of the United States as well as non-resident aliens. The 
provisions as to fiduciaries also are included in this section. Part II 
contains the provisions relating to corporations, both domestic and for- 
eign, and part III contains the general administrative provisions. 

While the order of the provisions has been radically changed, it will, 
however, be noticed that the text of the old law has been closely adhered 
to in the terminology used, except in cases where it is obviously intended 
to modify or to clarify the meaning conveyed by the old law. 

In perusing the part relating to individuals it is found that the definition 
of net income has been changed and that a distinction is now made 
between the net income for the purposes of normal tax, and the net 
income for the purposes of the additional tax. For the normal tax the 
net income to be returned is the income actually received, and for the 
additional tax the amount returned is to include not only all income 
received, including dividends, but also the share to which the taxpayer 
would be entitled, if distributed, of the undistributed gains and profits 
ef corporations formed or fraudulently availed of for the purpose of 
preventing the imposition of the tax. In the old law, it will be remem- 
bered, the tax was based upon the entire net income “arising or accruing,” 
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and the new provision taxes the entire net income “received” by the 
taxable person. As to what the legal meaning of the “received” used in 
this sense is as distinguished from the words “arising and accruing,” 
it would be dangerous to express an opinion; although it might seem that 
the income upon which the normal tax at least is to be based (except 
in the special circumstances provided for in the law hereafter referred 
to) will be on a strictly cash basis and that it would be quite in order 
for an individual to take his actual bank deposits as the basis of his 
return and completely ignore all items not collected irrespective of whether 
they be past due or not. The only point which raises doubt as to this 
being the true interpretation of the words is that the dividends to be 
included in the return are not only distributions made but also distribu- 
tions ordered to be made, i.e., declared, which would seem to put at least 
that class of income on an accrual basis. No doubt the point will be 
elucidated by means of treasury regulations in good time. 


Referring to stock dividends in the provisions relating to taxable 
income, it is stated that the term “dividend” means any distribution made 
or ordered to be made by a corporation out of its earnings or profits 
and payable to its shareholders, whether in cash or in stock of the cor- 
poration. This accordingly leads to the inference that a stock dividend 
should be entered in the return at the value at which the surplus accounts 
of the corporation making the dividend payment is charged. 

Gain or loss on investments has also been dealt with in a different 
fashion. As regards capital assets acquired prior to March 1, 1913, it is 
now provided that the gain derived or the loss sustained shall be included 
in the return in the proportion that the time during which the asset has 
been held subsequent to March 1, 1913, bears to the whole time of 
possession. It is noted that no limit is placed on the amount of loss 
which may be deducted, as is the case with the losses immediately here- 
after referred to. Why the distinction is made it is difficult to see, as 
the mere difference of time does not make a loss anything else but a 
loss to the taxpayer. As regards losses other than those just referred 
to, it is provided that in transactions entered into for profit, but not 
connected with the taxpayer’s business or trade, the losses actually sus- 
tained therein during the year may be deducted in arriving at the net 
income to an amount not exceeding the profits arising therefrom. It will be 
remembered that the treasury department held under the old law that 
all profit made in such transactions should be disclosed, but that no 
losses sustained would be allowed as deductions. The reason for this 
new limitation on losses to be deducted is not apparent, as such losses 
are in fact reductions in the person’s income and must be used to arrive 
at the true income. It surely is not contended that these losses might 
be manufactured for income tax purposes, or that a person sustains them 
willingly for an ulterior motive; and it does not seem that it would be 
outside the bounds of administrative ability so to prepare the regulations 
that the possibility of an erroneous or false or fraudulent return can 
be prevented. 
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In defining losses incurred in business the allowable deductions are 
increased to include losses arising from all casualties and theft, and are 
not restricted to those arising from fires, storms and shipwreck. 


From the foregoing remarks on losses it will be noticed that three 
kinds have been provided for: (1) loss sustained by the sale of an 
asset; (2) loss through use of the article in business or trade; and (3) 
loss incurred by the physical destruction or disappearance of the asset 
itself. Within one of these three classes (of course, under the limitation 
just referred to) it seems that all losses sustained by an individual can 
be placed. 

A distinct departure from the old law is found in the provision which 
states that an individual keeping accounts in a proper manner upon any 
basis other than that of actual receipts and disbursements may make his 
return upon the basis upon which his accounts are kept and the tax may 
be computed upon his income so returned. As indicated in the remarks 
made as to the definition of net income, this seems to show that the 
return is to be prepared on a cash basis except where a person can show 
that he keeps accounts on another basis. This is a concession which will 
be greatly appreciated, especially by the taxpayer whose income is con- 
siderable and is derived from numerous sources, who, if he desires to 
approximate his actual income for the year, must accrue not only a 
number of his income items but also expense items as well. The return 
for the individual, however, must cover the calendar year, and it does 
not appear that if books are kept which close at a date other than 
December 31st a return taken for the fiscal year would be accepted. 

The bill provides that the regulations for the withholding at the source 
of the normal tax of one per cent. shall continue in force until January 1, 
1917, when the withholding of the increased rate will come into effect. 

The amount of the specific exemption to be allowed on all incomes 
has been the source of much discussion in congress, and the final figures 
to be used are still in doubt; but the bill as presented contained changes 
in principle from the present law. It was there proposed to permit the 
additional exemption of $1,000, not as the present law has it, to a married 
person, but to “the head of a family.” To receive the benefit of the 
additional allowance, the person must be living with his or her spouse 
or with one or more minor children. The modification seems to be to 
the effect that a widower or widow living with one or more minor chil- 
dren should have the benefit of the extra exemption formerly denied to 
him or her. Should the wife make a separate return, the amount of 
exemption can be divided in half, but in no other proportion. 

The provisions for filing the return are the same as in the present 
law, except that reasonable extension of time can be given where the 
person is residing or travelling abroad and that an agent may make the 
return on behalf of a person who is unable to do so by reason of illness, 
absence or non-residence. As the agent assumes all responsibility for the 
return, ‘this provision is reasonable and will be of considerable help 
in many cases. 
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The present law requires that the return be made to the collector of 
internal revenue for the district in which the person resides or has his 
principal place of business. In the proposed law this has been changed 
to the district in which the person has his “legal residence,” i.e., his per- 
manent residence. 

The provisions as to withholding the normal tax at the source con- 
tained in the present law have been embodied in the proposed new law 
in their entirety, save in two instances where explicit provision is made 
in the law for procedure which has been already adopted in practice. 
Persons required to withhold the normal tax at the source from payments 
of income on behalf of another are made personally liable for the amount 
of such tax and are indemnified for all payments made in pursuance of 
the law. It is evident, therefore, that the withholding agent is liable for 
the amount of tax whether he actually does withhold the amount or 
not. Should he fail to make the deduction and file the return, and the 
fact be subsequently ascertained by the collector and he be assessed for 
the amount of tax which rightly should have been deducted, there does 
not seem to be any right of recourse against the person from whose 
income he should have deducted. The moral in the case seems to be, 
always deduct the tax when making the payment. 

The other modification of the withholding provisions is that, where the 
amount of the allowable deduction (as distinct from the specific exemp- 
tion) is known at the time of the receipt of the income, the taxpayer 
or his agent in his absence or illness, may file a certificate claiming allow- 
ance of the deduction against the amount of the tax otherwise required 
to be deducted and withheld at the source of the income, and the tax need 
not be deducted accordingly. 

Having in view, no doubt, that the federal fiscal year closes on June 
30th in each year, and so as to include as much as possible of the tax 
in its proper fiscal year, the new bill provides that the tax be paid on 
or before the 15th day of June instead of the 30th day of June as in 
the present law. By this change it will be possible to make delinquents 
of all taxpayers who have not paid prior to the end of the fiscal year. 

The provisions relating to the taxation of a non-resident alien have 
been framed in accordance with the recent rulings of the treasury depart- 
ment on the subject, and they need not be further referred to here 
at this time. 

The income derived from estates and trust funds of every description 
is also embraced in part I of the bill. The criticisms which have been 
levelled at the rulings issued to regulate the taxation of this class of 
income have evidently received serious consideration by the department, 
although it must be confessed that the inequity of the proposed taxatien 
seems to remain as before. An estate or a trust fund is now to be 
considered a separate person or entity so far as the imposition of income 
tax is concerned. The income of such estate or trust fund will be liable 
for both the normal and the additional tax in the same way as if it had 
been collected by an individual. The executor, administrator or trustee 
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is to be personally assessed for the tax, and he will be indemnified from 
all claim by beneficiaries in charging the amount paid against the bene- 
ficiary or the principal in any accounting. Power is given to the fiduciary 
to claim exemption from the income in favor of a beneficiary of the 
whole or part of the $3,000 or $4,000 to which such beneficiary may be 
entitled, and unless the whole net income is covered by such exemption 
a return must be made whether the net income amounts to $3,000 or not. 
As the income of the beneficiary is thus taxed in the hands of the 
fiduciary both for the normal and the additional tax, it is not clear 
whether the beneficiary is also required to make a return. It may be, 
of course, that the income upon which the fiduciary has to pay the 
additional tax is only that which is undistributed or has to accumulate 
in his hands. This point requires elucidation but, obviously, if the 
fiduciary has to pay the tax on all income and the beneficiary has again 
to pay the tax on his share of that income, a serious injustice will be 
done. Probably this defect will be adjusted before the bill becomes law. 

Part I of the bill closes with this general statement of the intent and 
meaning of the law: 

The intent and purpose of this title is that all gains, profits and income 
of a taxable class, as defined by this title, shall be charged and assessed 
with the corresponding tax, normal and additional, prescribed by this 
title, and said tax shall be paid by the owner of such income, or the 
proper representative having the receipt, custody, control or disposal of 
the same. For the purpose of this title ownership or liability shall be 
determined as of the year for which a return is required to be rendered. 

The changes suggested in part II of the bill with regard to the tax- 
ation of corporations are not numerous nor are they radical in their 
nature, but deal more with the form than with the essence of the law. 

The list of organizations specifically exempt from the tax is extended to 
include clubs organized for non-profitable purposes, farmers’ mutual asso- 
ciations for local purposes of various kinds and corporations organized 
exclusively for holding title to property the net income from which is turned 
over to an organization which itself is exempt from taxation. 

As was the case with individuals, the basis of taxation for corporations 
has been changed from the entire net income “arising and accruing” to 
the total net income “received” from all sources in the preceding year. 
This change has not quite the: same importance to corporations as it 
has to individuals. Corporations are also given the right, when they 
keep accounts in a proper manner, upon any basis other than that of actual 
receipts and disbursements, to make return upon the basis upon which the 
accounts are kept and have the tax computed thereon. All corporations 
keep accounts, and, with very few exceptions, these accounts are kept 
upon a basis other than receipts and disbursements, and usually upon 
the basis of income earned and expenses incurred, which in the opinion 
of most people more clearly reflects the true net income of the corporation 
than does that of receipts and disbursements. Therefore the proper legal 
definition of the word “received” does not concern corporations very 
much. 
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The new provisions are to cover the income received in the calendar 
year 1916, except where the corporation has fixed its own fiscal year, in 
which case the tax will be apportioned between the two rates according to 
the part in each year. 

As regards deductions allowed in arriving at net income, the bill is 
expressed in almost the same terms as those used in the present law, 
except in the provision allowing the deduction of interest. The amount 
is now restricted to interest “paid” (not “accrued and paid,” as in the 
present law), and the law as to the maximum to be deducted is now 
brought into accord with the treasury rulings on the point, which, it will 
be remembered, were widely different from the obvious meaning of the 
law as it actually existed at the time the rulings were promulgated. It 
is also specifically stated for the first time that preferred capital stock 
shall not be considered as interest bearing indebtedness, and interest and 
dividends paid on this stock are not to be deductible in arriving at the 
net taxable income. In cases where capital stock is issued without par 
value, the amount of paid-up capital stock will be the amount of cash or 
its equivalent paid or transferred to the corporation as a consideration 
for such shares. 

Returns from receivers, trustees in bankruptcy and assignees are dealt 
with for the first time in a new provision. 

The date of payment of the tax has been advanced fifteen days for 
corporations as well as for individuals on all returns, whether based 
on the calendar year or on the fiscal year. 

Part III gives the provisions for administration as they were in the 
old law without many changes. 

It purposes to make the filing of not only a false and fraudulent, but 
also an erroneous return, a penal offence. Persons, firms or corpora- 
tions refusing to allow any regularly authorized government officer to 
examine their books also render themselves open to penalties. In case 
of failure to file a return within the time prescribed by law 50 per cent. 
shall be added to the amount of the tax, but where a return is voluntarily 
and without notice from the collector filed after such time and the cause 
of the delay is reasonable and is not wilful neglect, no such addition is to 
be made. It will probably be found in practice that under cover of this 
clause many returns, of individuals in particular, will be filed without 
penalty at times long past the due date set for the purpose. 

In the preceding pages no attempt has been made to give all the 
changes which the bill now before congress proposes to make in the 
present law. Such an attempt would have served no good purpose, as the 
bill itself already has been altered and is likely to be changed yet further 
in its course through the legislative houses. The comments have been 
confined as much as possible to those changes proposed in the admin- 
istrative provisions of the law which are of general interest and are 
less likely to be altered. To those readers who have not made an 
exhaustive study of the bill, the foregoing comments may be of assistance. 
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TREASURY RULINGS 
(T. D. 2349, July 24, 1916.) 
Income tax—Compromises 


Referring to mim. 1353 and T. D. 2311, you are advised that after 
further consideration the treasury department has decided to accept offers 
in compromise of the specific penalty for delinquency in filing income-tax 
returns for the year 1915 in minimum amounts as follows: $5 for indi- 
viduals and withholding agents; $10 for corporations. 

With respect to offers now pending, adjustment will be made on the 
above bases and authority will be given in the notices of acceptance for 
the furnishing of form 627 on which to make claim for the excess 
deposited. 

T. D. 2311 and mim. 1353 are modified accordingly in so far as the 
amounts to be accepted for 1915 delinquencies are concerned, but other- 
wise remain in full force and effect. 


(T. D. 2353, August 2, 1916.) 


Extension of the provisions of T. D. 2344 to include the acceptance by 
debtor corporations and withholding agents of ownership certificates 
on form 1060 prior to October 1, 1916, when properly executed and 
stamped before presentation. 

The previsions of T. D. 2344 relative to the acceptance by debtor 
corporations and withholding agents prior to October 1, 1916, of income 
tax ownership certificates, form 1004, revised, if the words “not exempt” 
are stamped in large type across the face of certificates before presen- 
tation, are hereby extended to apply to ownership certificates, form 1060, 
executed by foreign banks or bankers to accompany coupons detached 
from bonds or other obligations of domestic corporations, and debtor 
corporations and withholding agents will be held liable for the normal 
tax of 1 per cent. on income represented by said certificates. 
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Edited by Seymour Walton, C. P. A. 


Farm Loans 


An important bill was passed by congress, in July of this year, known 
as “the federal farm loan act.” Its object is to standardize farm loans 
and to make them a more desirable investment than they are at present, 
and thus to make it possible for the farmer to obtain needed funds at a 
reasonable rate and under favorable conditions. 

As conditions are now farm loans are not considered good invest- 
ments except in the immediate neighhorhood of the particular farm on 
which a loan is desired. In each of such neighborhoods there are usually 
a few persons whose knowledge of the property makes them willing to 
lend money on it. The supply of such funds being thus limited, the 
natural result is a high rate of interest or of commissions, or both. Testi- 
mony before the joint sub-committees of the senate and house committees 
on banking and currency gave a maximum rate of 25 per cent., including 
commissions and charges. It is safe to say that the average rate is not 
below 10 per cent. per annum. 

When a corporation borrows money to pay for fixed assets, such as 
land and buildings, it does so by issuing bonds due perhaps in forty 
or fifty years. When a farmer borrows money for exactly the same 
purpose, he cannot get a longer loan than five years. The result is that 
at least once every five years he is put to the annoyance and expense 
of securing a new loan, paying of course a new commission. In addition, 
it is notoriously difficult for any one to adopt a systematic plan of setting 
aside definite sums of money periodically to meet a maturing obligation, 
so that the farmer usually finds himself obliged to renew his loan in full 
or at a very small reduction. 

The lack of a ready market for farm mortgages makes them unde- 
sirable as investments for banks, even for savings institutions, except as 
a small proportion of their total investments. On the other hand, the 
short term of the loans prevents their being acceptable to permanent 
investors, who usually prefer long-time bonds, as they do not like to be 
continually changing investments. Some banks will make loans to 
farmers on demand with a mortgage as collateral. Although such loans 
may be allowed to run for an indefinite time, the farmer lives in constant 
dread of the calling of his loan, especially since this is most apt to occur 
when money is tight and it is most difficult for him to procure its else- 
wher, 

What is needed is some plan enabling the farmer to borrow money at 
a reasonable rate of interest and to pay off his loan in small periodical 
instalments extending over a much longer time than five years. To justify 
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a reasonable rate of interest the loan must be put into such shape. that 
it can be easily negotiated, be secure beyond peradventure and run a 
long enough time to be attractive to permanent investors. The security 
to any particular investor must not be confined to a single piece of prop- 
erty, as at present, but must be general in its character to prevent a 
loss through some one farmer’s poor management or through misfortunes 
due to some local conditions. 


Attempts have been made to popularize farm loans in this country by 
issuing collateral trust bonds against them in denominations of $100 and 
$500, but these were usually short term bonds and were based on mortgages 
running only five years. These bonds were issued by companies whose 
principal business was selling the farm mortgages themselves. They resorted 
to the plan of issuing the bonds only when they found it difficult to dispose 
of large mortgages. They did not try to push the sale of the bonds. 
In a few instances the issue of collateral trust bonds was made the prin- 
cipal business of a company situated in a farming district and confining 
itself to loans in that district. Such a company would naturally share 
the optimistic views of the inhabitants as to the values in the district 
and would be induced to make loans based on too high a valuation of 
the property. When such a district experienced a few successive lean 
years the natural result was foreclosure and loss and the still further 
discrediting of farm loans in the minds of investors. 


This country has always been slow to adopt foreign methods. German 
ideas have not found favor because of a dread of their paternal features. 
The great French company, the Crédit Foncier, is not open to this objec- 
tion, as it is a private company. It lends entirely on real estate at long 
time, even as long as 75 years, and arranges the repayment in annual 
or semi-annual amounts of equal size, which include the interest on the 
unpaid portion and enough of the principal to extinguish it at maturity. 
On such very long time loans the amount in each payment that is appli- 
cable to the principal is so small that the borrower virtually gets a self- 
liquidating loan for little more than the mere interest. Indeed, the fact 
that real estate loans are made acceptable to the investing public tends to 
lower the rate of interest to such an extent that the saving in interest 
alone is more than enough to pay off the principal of the ‘loan. The 
Crédit Foncier issued bonds against the mortgages it held. That they 
were a popular form of investment is evidenced by the fact that there 
were six hundred million dollars of these bonds outstanding a number 
of years ago. That the business is a safe one is shown by the fact that 
the stock of the company commanded a large premium, although it was 
limited by its charter to charging only one-half of one per cent. per 
annum more interest on its loans than it paid on its bonds. While the 
Crédit Foncier does not confine itself to farm loans, it has been a potent 
factor in the marvellous agricultural development of France. 


The federal farm loan act combines the building and loan idea of 
co-operation with the Crédit Foncier idea of collateral trust bonds. A 
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local association of borrowers is formed in a district of limited size. Any 
farmer wishing to obtain a loan must join his local association by paying 
five dollars a share for as many shares as he wishes to borrow hundreds 
of dollars. That is, if he wishes to borrow $2,000.00, he would have to 
subscribe and pay for $100.00 of the stock. The value of the shares may 
be deducted from the loan if the farmer does not have the ready money. 
The directors and loan committee of the local association pass on the 
value of the security offered and on the character of the borrower. This 
is an important feature, because the farmers in any district are naturally 
the best judges of the value of land in their neighborhood and are also 
acquainted with the ability and general character of their neighbors. As 
the local association must endorse the loans made to any farmers in its 
district when it sells the loans to the land bank, as explained later, the 
members of the association will naturally be conservative in their 
appraisals. The responsibility of shareholders in an association is not 
only for the loss of the amount paid in by them, but also for an addi- 
tional equal amount if necessary. None but a borrower is allowed to 
take out stock in any local association. 

When a loan is paid off the borrower is repaid the par value of his 
shares in the association. In the meantime they have been held as part 
collateral for the loan. It amounts to his having borrowed 95 per cent. 
only on the basis of his real estate. In the meantime the shareholder 
receives any dividends that may be declared by the association. 

The loans made by any local association are restricted to mortgages 
on farms in the district covered by the association. No loan can be 
made for more than fifty per cent. of the value of the land and twenty 
per cent. of the value of the insured improvements, as appraised by the 
committee. The loan must be on the amortization plan, whereby a portion 
of the principal is repaid at each semi-annual payment, thus gradually 
reducing the principal and increasing the margin of security. The money 
must be borrowed for productive purposes, the loan committee to be the 
judges of whether it is necessary for the good of the farm, or to take up 
a mortgage already existing. The borrower must be engaged in the culti- 
vation of the farm mortgaged. No loan can be made for less than 
$100.00, nor more than $10,000.00. If any condition of the mortgage is 


violated the whole loan becomes due and payable. 
FepERAL LAND BANKS 


When a local association receives an application for a loan together 
with the five per cent. subscription to shares, it must take out an equal 
number of shares at five dollars each in the federal farm bank for the 
district in which the association is situated. The United States is divided 
into twelve of these districts with a farm bank in each of them. Each bank 
must have a capital of at least $750,000.00, but if all of it is not sub- 
scribed for by outside parties, the United States, through the secretary 
of the treasury, must take up the unsubscribed balance of the stock, on 
which it receives no dividends. After the subscriptions to the stock of 
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any land bank by local associations amount to $750,000.00, twenty-five per 
cent. of any further subscriptions must be applied semi-annually to the 
retirement of the stock originally subscribed. Eventually all the stock 
of the land banks will be owned by the local associations. 


The local association that has passed favorably on a prospective loan 
transmits the application and the report of the loan committee to the 
federal land bank. The latter refers the matter to one or more of the 
land bank appraisers, who are public officers who must have no con- 
nection with or interest in any other institution, association or partner- 
ship engaged in banking or in the business of making land mortgage 
loans or selling land mortgages. If a favorable report is made, the 
directors of the land bank must decide whether or not to make the loan. 
After this scrutiny by the local loan committee, the local board of direc- 
tors, the land bank appraisers and the land bank directors, it is safe to 
say that the loan is as secure as any loan can be made. 


To provide loan funds the federal land banks are authorized to issue 
bonds based on the security of the mortgages. In each land bank dis- 
trict a farm loan registrar is appointed, who, like the appraisers, must 
not be in any way connected with any other mortgage business. He 
receives and holds the mortgages as trustee for the holders of the bonds 
which the land bank issues. It is his duty to see that bonds are not issued 
in excess of the mortgages deposited and that the portion of each semi- 
annual payment that represents the principal of the mortgages is deposited 
with him, to be used either for the redemption of bonds or the purchase 
of new mortgages to replace the amounts paid off. 

The bonds are in denominations of $25, $50, $100, $500 and $1,000, 
with interest coupons attached, payable semi-annually. The rate of interest 
must not be greater than five per cent., but may be less if a lower rate 
can be obtained and still allow the bonds to be sold at par. The rate 
to be charged on the mortgage loans cannot exceed six per cent., but if 
the bonds can be negotiated at a less rate than five per cent. the rate 
of interest charged on subsequent mortgages must be reduced to one 
per cent. greater than the rate carried by the bonds. The rate of interest 
charged on the mortgage loans cannot be more than one per cent. higher 
than the interest paid on the current issue of bonds. This margin of 
one per cent. is retained by the land bank to cover its general expenses 
and the dividends to its shareholders. 

Each land bank is responsible for all the bonds issued by it, but in 
addition the bonds are guaranteed by all the other land banks. If such a 
thing could happen that a land bank should become insolvent to the extent 
of not being able to pay all of its bonds, the other banks would be assessed 
for enough to cover the deficiency. In order to strengthen the banks it is 
provided that 25 per cent. of the net earnings of each bank shall be carried 
to surplus account until the surplus amounts to 20 per cent. of the capital 
of the bank, and if this surplus becomes impaired no dividends shall be 
paid until it is restored to 20 per cent. again. After the surplus reaches 
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20 per cent., 5 per cent. of the annual net earnings shall be annually added 
thereto. The local associations are also obliged to build up a 20 per cent. 
surplus by setting aside 10 per cent. of their net earnings, after which 
2 per cent. of the net earnings must be annually added to the surplus. 
The banks and the associations will thus be constantly increasing in 
strength. 


Every farm loan bond is secured as follows: 


By the capital, surplus and earnings of the land bank ‘hat issues it. 
By the capital, surplus and earnings of the eleven other land banks. 


By the collective security of all the mortgages held by the land bank of 
that division, the mortgages pledged being at least equal in amount to the 
outstanding bonds. 

In turn, the mortgages pledged are secured as follows: 


By the personal undertaking of the borrower. 

By the security of the mortgaged land, at least double in value to the 
amount of the loan. 

By the capital, surplus and earnings of the local association endorsing 
the loan. 

By the additional stock liability of the members of the endorsing 
association. 

The local associations and the farm banks are exempt from federal, 
state, municipal and local taxation as to their capital, surplus and income, 
except taxes on real estate held, purchased or taken by foreclosure, and 
the farm loan bonds are equally exempt from all such taxation both as to 
principal and income. It is also provided that the bonds shall be a lawful 
investment for all fiduciary and trust funds and may be accepted as security 
for all public deposits. 

A bond that is as well secured as these bonds will be and is exempt 
from all taxation should rank as an investment second only to the bonds of 
the national government itself. They certainly should be an easy sale on a 
four per cent. basis, in which case the farmer will get his loan at five 
per cent. Owing to their national character, they should sell on practically 
the same basis in whatever section of the country they originate. 

The advantage to the farmer consists not alone in the low rate of 
interest that he will have to pay on his loan. Another great advantage 
is that he will be able to borrow on long time and that the amortization 
of the principal will enable him to pay the loan without feeling it. The 
act allows loans to be made for 40 years. This means that the farmer is 
not obliged every five years to pay the expense and commission incident 
to renewing his loan, nor be haunted by the dread that monetary condi- 
tions may be such that he cannot renew it at all. On a 40 year loan at 5 
per cent. a semi-annual payment of a trifle over $29.00 on each $1,000.00 
borrowed will pay both principal and interest. The payment of less than 
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6 per cent. per annum will clear off the entire debt, whereas now an aver- 
age payment of 9 per cent still leaves him owing his principal. Even at 6 
per cent. his annual payment need be only $66.46 on $1,000.00. 


After a loan has run five years the borrower may on any interest day 
pay any multiple of $25.00 in addition to his regular payment, thus reducing 
his interest charge and hastening the final payment of the !san, or he may 
pay off the entire remaining principal. 

Government control of the system is assured by the creation of a 
bureau in the treasury department, to be known as the federal farm loan 
bureau, under the general supervision of a federal farm loan board. This 
board consists of five members, the secretary of the treasury and four 
members to be appointed by the president, with the consent of the senate, 
no more than two to be of the same political party. The salaries and 
expenses of the members of the board and of farm loan registrars and 
of the examiners of farm land banks will be paid by the national govern- 
ment. 

No member of the federal farm loan board shall, during his continuance 
in office, be an officer or director of any other institution, association or 
partnership engaged in banking or in the business of making land mort- 
gage loans or selling land mortgages. The board appoints the farm loan 
registrar in each land bank district, one or more land bank appraisers for 
each district and as many bank examiners as it shall deem necessary. 
It shall also prepare and publish amortization tables for the use of the 
national farm loan associations and land banks. It must also require 
examinations and reports of condition of the land banks and must publish 
consolidated statements of the results thereof. It is also made its duty to 
give publicity to the general features of the act, emphasizing its advantages 
to both farmers and investors. 

Such are the principal features of this most important act. While it is 
true that only those farmers can take advantage of it whose financial 
needs are limited to fifty per cent. of a conservative value of their land, it 
will probably relieve the vast majority of borrowers from a heavy burden 
and will make those whose present burden is greater than fifty per cent. 
of the land value strive earnestly to reduce it to the required proportion. 
It should greatly stimulate the farming industry by putting it on a stable 
foundation. It will enable many a farmer to increase his holdings or to 
improve his buildings and machinery by furnishing him ready money on 
easy terms who would heretofore have hesitated to borrow at high rates 
and under onerous conditions. 

To those of our readers who are in close touch with agricultural 
interests the subject is necessarily an important one. It is also important 
to those who are brought into contact, as nearly every one is, with the 
small investor who is looking for an absolutely secure place in which to 
put hard-earned savings. To such persons we can unhesitatingly recom- 
mend the farm loan bonds issued in convenient denominations expressly 
to meet the needs of the small investor. 
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One great advantage to the country as a whole is that it will be much 
easier than it is now for a man to own his own farm and the act will thus 
tend to encourage ownership instead of the practice of renting farms, 
which has become one of the worst features of agricultural conditions in 
the United States. 


Bonp SALE—CONSTRUCTION CONTRACT 


The following question was asked in the governmental accounting 
section of the C. P. A. examination in Wisconsin in May, 1916: 


A municipality authorized the issuance of $100,000.00 of bonds to build 
a bridge. 
The bonds were advertised for sale. The two best bids were as follows: 
Bidder A—102 for entire lot. 
Bidder B—99 for all or part. 
Bids were also asked for the construction of the bridge. 
The following bids were received: 
Bid 1. The Green Bridge Co. bid $90,000.00, to be paid in 
bonds or $92,000.00 cash. 
Bid 2. The Right Bridge Co. bid $93,000.00 in bonds or 
$91,000.00 in cash. 
Bid 3. The Steel Bridge Co. bid $92,000.00 in bonds or $93,- 
000.00 in cash. 
Bid 4. The Concrete Bridge Co. bid $92,500.00 in cash. 
Bid 5. The Wilson Bridge Co. bid $94,000.00 in cash. 
would rank these bids from the viewpoint of acceptance. 


You are called upon to advise the city council as to which bid they 
should accept. You are to give a summary of your recommendations to the 
city council. In your answer submit a list showing the order in which you 


Answer 


Since the bonds can be sold at 102, that figure must be taken as the 
basis of valuation of the different bids. The lowest bid of each party is 
the only one that need be considered. 

In bid 1 the $90,000.00 of bonds at 102 would be equal to cash $91,800.00. 
The cash bid of $92,000.00 is therefore ignored $91,800.00 
In bid 2 the $93,000.00 bonds at 102 equal cash $94,860.00, there- 


fore the cash bid only is considered 91,000.00 
In bid 3 the $92,000.00 bonds at 102 equal cash $93,840.00, there- 

fore the cash bid only is considered 93,000.00 
In bid 4 the cash price is 92,500.00 
In bid 5 the cash price is 94,000.00 


My advice would be to sell the bonds at 102 and to accept the cash 
bid of the Right Bridge Co. The order of the bids from the viewpoint 
of acceptance would be 2, 1, 4, 3, 5. 
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INSURANCE ON LIFE OF AN OFFICER 
Editor, Students’ Department : ' 


Sm: Having been a constant reader of your valued magazine for sev- 
eral years, I am going to ask for some information which I am sure will 
also be of interest to many of your readers. 


What are the correct entries for handling insurance on the life of an 
officer of a company that the proper “cash surrender value,” “prepaid 
insurance” and “cost of insurance” may be correctly shown monthly, and 
what is the proper explanation of each journal entry? 


Pup G. FENLon. 
Pittsburgh, Pennsylvania. 


When a company insures the life of one of its officers, the cost of 
carrying the insurance is the difference between the premiums paid and 
the cash surrender value of the policy. Since the cash surrender value 
is an amount which can be collected in actual money at any time when 
the policy may be surrendered, it is unquestionably an asset for that 
amount. It is true that it is not an asset that can be collected unless the 
officer severs his connection with the company by resignation or death, 
and it is therefore more of a fixed asset than a current one. The same 
condition would occur if the company owned stock in a subsidiary com- 
pany for the purpose of controlling its output. The stock would be carried 
as an asset for whatever it was worth, although it could not be sold 
without seriously crippling the company that owned it. 


The treatment on the books can best be shown by an illustration. As 
the monthly entries are desired, it is mecessary to assume that the officer 
will remain with the company two years, since there is no surrender value 
at the end of the first year. Assuming an annual premium of $404.30 on 
a 25 year endowment policy for $10,000.00, life insurance premium account 
would be charged at the beginning of the first and second years with 
$404.30. The cash surrender value at the end of the second year would 
be $379.10. Therefore the cost of the insurance for two years would be 
$429.50. As this cost must be taken up monthly, 1/24 of it must be 
charged each month to profit and loss, through insurance account. The 
entries would be: 


Life insurance 
To cash $404.30 
To pay premium on life of 
This entry would be repeated a year later. In the meantime, each 
month there would be an entry: 
Insurance $17.90 
To life insurance premiums $17.90. 
Cost of insurance on life of 
The last month the amount would be $17.80. 
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This would leave the debit balance in life insurance premiums account 
$379.10. This would be transferred to a permanent asset account repre- 


senting the actual cash surrender value by an entry: 
Life insurance policy $379.10 
To life insurance premiums $379.10 
To transfer cash surrender value of the policy on life 
of —_—————— to an asset account. 

In the meantime, during the two years, life insurance premiums would 
be carried as an unexpired insurance account. It is always a valid asset, 
because it will finally be taken up in insurance earned and cash surrender 
value or will be worth $10,000.00 by the death of the officer. 

At the beginning of the third year the same entry would be made 
charging life insurance premiums with $404.30. At the end of the third 
year the surrender value is $636.60, an increase for the year of $257.60, 
making the cost for that year $146.80, the entries being monthly: 

Insurance $12.23 
To life insurance premiums $12.23 
(the last month $12.27) 
and at the end of the year: 
Life insurance policy $257.60 
To life insurance premiums $257.60 


A complication arises from the treatment of annual dividends, if these 
are declared. There are three ways of handling these dividends. They 
can be left with the company as increases in the amount of the policy to 
the extent of the insurance they will buy at the single payment rate. In 
this case no attention would be paid to them as they would have no effect 
except when the policy became a claim by death or maturity. They can 
be taken in cash by reducing the next annual payment. In this case the 
charge to life insurance premiums would be reduced from $404.30 to 
whatever the net cash payment might be. This would reduce the monthly 
charge to insurance by one-twelfth of the dividend, but would not affect 
the final entry closing that account into life insurance policy. They may 
be left with the company as a cash deposit at interest to be paid with the 
policy or withdrawn to help pay some future premium. An account 
could be opened with the insurance company to cover these deposits, but 
it would be simpler to add them to the cash surrender value account. As 
the deposit is an immediately realizable item it should be put on the 
books at once, but, since the accounts are kept on the monthly basis, the 
effect should be spread over the succeeding twelve months. If the divi- 
dend in the typical case should be 15 per cent. at the end of the second 
year, the regular charge of $404.30 would be made to life insurance 
premiums. Then an entry would be made: 


Life insurance policy $60.64 
To life insurance premiums $60.64 
Being 15 per cent. dividend on —-—————— policy. 
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The result of this would be that the monthly charge to insurance and 
credit to life insurance premiums would:be $7.18 instead of $12.23, and 
the closing entry to life insurance policy would not be changed. There- 
fore, whether the dividend is applied as a reduction of premium or left 
with the company to accumulate at interest, the effect on the monthly 
charge would be the same. Insurance would be charged with $7.18 in 
either case. 


A curious anomaly occurs towards the end of the term of an endow- 
ment policy, because the yearly increase in the cash surrender value is 
greater than the annual premium. The value at the end of the twenty- 
third year is $8,634.80 and at the end of the twenty-fourth year $9,291.90, 
an increase of $657.10. Instead of the insurance costing anything in the 
twenty-fourth year, the increase in value is $252.80 more than the premium 
paid, therefore profit and loss would have to be credited with one-twelfth 
of this amount each month. Of course, if a dividend were received the 
increase of $252.80 would be greater by the amount of the dividend and 
I the monthly credit to profit and loss would be correspondingly increased. 
Ignoring the dividend, the charge to life insurance premiums at the begin- 
ning of the twenty-fourth year would be $404.30, and the monthly entry, 
during the year would be: 


Life insurance policy $54.76 
To life insurance premiums $33.69 
Profit and loss 21.07 


To distribute monthly cost and profit 
of ——————— policy. 

It will be noted that when there was an expense connected with carry- 
ing the policy during the early years, the increase in the cash surrender 
value was not written into the accounts until the end of the year when 
it became effective. When the increase is greater than the payment, it is 
better to write it in monthly, because there is no other way to take care 
of it, unless a temporary account is opened, which seems useless, since 
the policy is sure to be carried through the year and the increase is 
certain to be realized. 
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If the officer whose life is insured should die before the policy finally 
matures, the face of it would be collected. Cash would be charged with 
the amount received, life insurance policy would be credited with the 
balance at the debit of the account and surplus credited with the remainder 
as an accidental or extraordinary profit. 
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PARTNERSHIP ADJUSTMENT 
Editor, Students’ Department: 
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Srr: I am sending you a problem and will thank you for a solution 
to it. 
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A & B are partners. They have to call a meeting of creditors and 
present the following statement: 


Merchandise $8,800.00 
Debtors—good 3,400.00 
Machinery 1,000.00 
Leasehold premises 350.00 
Fixtures 120.00 
$13,670.00 
Less rent and salaries to be paid in full $270.00 13,400.00 
Creditors, unsecured $22,000.00 
Bills receivable negotiated expected 
to rank $1,200.00 
Less cash held by bankers 
against them 300.00 900.00 22,900.00 





Their private accounts stood: A (who got 2-3 of profits) dr. $6,200.00; 
B (1-3 of profits) $3,300.00. They paid 50 cents on the dollar. How did 
their private accounts then stand? State them. 

Very truly yours, 

Wichita Falls, Texas. 7. &. A. 

By getting rid of liabilities of $22,900.00 by a payment of $11,450.00 
the firm made a profit of $11,450.00, two-thirds of which is credited to 
A and one-third to B. It is assumed that the money with which they 
made the payments to the unsecured creditors was realized from the net 
free assets of $13,400.00 and that there was no loss or expense in collect- 
ing them. 

A’s Account 


Debit balance $6,200.00 2/3 of profit $7,633.33 
Balance at end 1,433.33 
$7,633.33 $7,633.33 


Balance $1,433.33 


B’s Account 


Debit balance $3,300.00 1/3 of profit $3,816.67 
Balance at end 516.67 

$3,816.67 $3,816.67 

Balance $516.67 


The two capital accounts aggregate $1,950.00, against which there are 
assets of the sume amount, consisting of the original free assets of $13,- 
400.00 less the $11,450.00. 

The fact that B’s balance is $200.00 less than half of A’s does not 
affect the accounting principle. It merely means that B has drawn out 
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$200.00 of the balance of $716.67 which he would have had if his debit 
balance had been only half of A’s. If it is desired to bring their balances 
to the ratio of 2/3 to 1/3, B must pay in $200.00 or let A draw. 


Unissuep CapPiITaL Stock 


Editor Students’ Department: 

Str: Is there no uniformity in the accounting profession with regard 
to the proper treatment of unissued capital stock? Some authorities -are 
of the opinion that the total authorized stock should be shown at the 
credit of capital stock account and the unissued stock as a debit balance. 
On the other hand, Mr. Montgomery says, on page 34 of Auditing, under 
the heading “Unissued Capital Stock”: “This is to be distinguished from 
treasury stock, and good accounting practice does not require any entry 
therefor in the books of account until it has been subscribed for.” 

With so wide a difference in the method of handling accounting matters 
of this kind, it is difficult for one to know what should be done. 


Dubois, Pennsylvania. STUDENT. 


In regard to unissued capital stock, you will note that while Mont- 
gomery says that while good accounting practice does not require any 
entry for it, he does not say that such an entry ‘is wrong. 

My idea is that the books and statements of a corporation should 
always exhibit all the facts in connection with it. If the company has a 
lot of unsubscribed stock that can be issued at any time by a board of 
directors, it is important that the stockholders should knov: it. If you 
are a stockholder in a company whose total authorized capital .»f $100,000.00 
has all been issued, you know that the stock cannot be increased to 
$200,000.00 without due notice to you and by a vote of the stockholders 
authorizing the increase. If you are a stockholder in a company whose 
books and published balance sheet show a capital of $100,000.00 with 
nothing to show that there is an additional $100,000.00 of unsubscribed stock 
on hand, you may have the stock doubled by the directors without giving 
you any notice or any chance to vote on the increase. Is not this a good 
reason for requiring that the existence of unsubscribed stock should be 
shown? 


PACKING EXPENSE 
Editor, Students’ Deparement: 


Sm: I would be thankful to you if you could decide this problem 
which confronts us. 

The company I am associated with is engaged in the manufacture of 
cigars and has one main office and factory and two branch factories. 

Until recently we were shipping all cigars manufactured at the branches 
to our main factory and had them placed in stock and reshipped to the 
various points of destination from there. All expenses in connection 
therewith—that is packing cases, case linings, paper, shipping labor and 
drayage expenses—were charged to the cost of manufacture. Recently 
we changed our method of shipping and are now making direct ship- 
ments from one of the branches to the various shipping points. The 
expressage and freight in connection with the shipments made at the 
branch factory are charged to the various salesmen’s territories. The 
expenses, however—such as twine, wrapping paper, seals, labels, con- 
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tainers, cases and other miscellaneous articles, shipping labor and dray- 
age—are charged to the cost of manufacture and not to the shipping 
department, which would be closed out to the cost of sales. 

The contention of the manager is that if the cigars were shipped to 
the main branch, packing cases would have to be used in place of the 
paper and twine. My contention is that the sales department should bear 
all the expense in connection with the shipping department at the branch 
factory. Very truly yours, 

Philadelphia, Pennsylvania. D. Levin. 


In my opinion your treatment of packing cases, linings, paper and 
shipping labor has been wrong. It is usually considered that all containers 
that go to the consumer are chargeable as a manufacturing expense, on the 
ground that the goods are not ready for sale until they are in condition 
to deliver to the consumers. In your case this would include only the 
cigar boxes themselves. Putting these boxes into packing cases or in 
any other way preparing them for delivery to customers is an expense 
caused directly by sales and should be charged as a selling expense. 
Therefore there should be two accounts, “boxes” and “packages and 
packing,” the first being eventually charged to manufacturing and the 
second to selling. 

With these two accounts it would make no difference where or how 
the goods are shipped. Sending them to the main factory or to a shipping 
point would be steps along the road to an eventual sale and would not 
be a part of any manufacturing process. All manufacturing expense stops 
when the goods are in the shape in which they are delivered to the con- 
sumer. All subsequent expense is part of the cost of selling them. 
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PRACTICAL SHORT METHODS IN RAPID CALCULATION; by 
Wr1aM O. Bett. Burton Publishing Co., Kansas City, Mo. $1.50. 


In a book of 116 pages Mr. Bell has assembled a number of methods 
of rapid calculation, some familiar, others new, which will be useful to 
the bookkeeper who has the patience to memorize them. It will also be 
an interesting book to mathematicians who delight in making figures “do 
tricks” that mystify the ordinary layman. But as to its being “of inestim- 
able value to all who have to do with figures” in these days of calculating 
machines, the reviewer humbly states that he is “from Missouri” as well 


as Mr. Bell. W. H. L. 





THE A B C OF THE GOVERNMENT OF THE UNITED STATES; 
by Pertey Morse, C.P.A. Seventy-five cents. Perley Morse & Co., 61 
Broadway, New York. 


A concise yet comprehensive description of the systems of government 
under which Americans live, and about which the average American has 
generally a very hazy idea. The writer likens the whole scheme of our 
government to a series of radiating zones from the voter at the centre 
through village, township, county and state governments to the federal 
embracing the whole. He then proceeds to explain the powers and limi- 
tations in each zone of government, with additional chapters on such 
related subjects as commission governments, judicial organizations and 
party conventions and government. A careful study of this little manual 
by the average voter would help to clear many a confused and muddled 
mind fed too liberally with yellow journals and muck-raking magazine 
stories. Possibly it might even bring home to him the moral of the most 
admirable closing paragraph: 

“The party system is abused, but the remedy is always with the voter. 


His ballot makes the circles of government as a stone dropped into a 
mill pond sends ripples to the very borders.” 


Whether or not Mr. Morse’s book gains a wide circulation, he may 
rightly felicitate himself on having performed a genuinely patriotic 
service. W. H. L. 





PREDETERMINATION OF PRICES; by Frepertc A. PARKHURST, 
M.E. 104 pp., cloth, $1.25 net. John Wiley & Sons, Inc., 432 Fourth 
avenue, New York. 

It is one of the characteristics of accountancy that “it liveth not unto 
itself alone.” To accomplish its full purpose, ie., to record and interpret 
all the vital facts of any business, it must come in close contact with all 
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the factors that serve to make a business successful. The accountant 
must be therefore be able to understand the point of view of the lawyer, 
the credit man, the manager, the engineer, the labor unionist, etc. In 
addition to which he frequently has the cheerful task of attempting to 
reconcile opposing points of view in his effort to weave the tangled 
threads into a harmonious pattern which shall tell a coherent story to 
the directors. It is for this reason that this study of predetermining 
costs by an organization engineer is well worth the consideration of an 
accountant, particularly a cost accountant. 

It is obvious that while the theory of cost accounting can be easily 
grasped, its application in all the complicated and minute details and 
processes involved in large plants requires severe study and patient 
observation and recording of facts. A standard of practice can be 
attained only by practical experience in every line of manufacturing, and 
the records of such experience must be found in such studies as Mr. 
Parkhurst has given us. He tells us in his prefatory remarks that “each 
result has been thoroughly tested by actual use and nothing unproved has 
been recorded.” His field is the foundry and machine shop and the 
methods and forms he has developed cover an experience of several years: 
He considers that he has worked out a method of ascertaining actual 
costs of units for his concerns and offers it for the benefit of others in 
the same lines. The reviewer’s conclusion there is that if there are 
any fallacies in his reasoning or flaws in methods, it is for other 
engineers or cost accountants to suggest amendments. For the benefit 
of the cost accountants in our profession it is to be hoped that THE 
JoURNAL may soon hear from some of our experts. 

Meanwhile, from the standpoint of a general accountant the reviewer 
may be allowed to offer a few minor criticisms. Mr. Parkhurst does 
not seem to be free from the universal unfortunate tendency to give new 
names to old faces, new definitions to familiar terms. The term “costs” 
is sufficiently well known and understood—why the tautological “true 
costs”? A given item is either a cost or it is not. And it is surely 
something of a mental shock to an old-fashioned accountant to read, 
“The author considers the word cost to include all items, both direct and 
indirect, including the minimum profit factor.” (p. 2) (italic mine). 

In connection with this book the profession at large would undoubt- 
edly be interested in hearing from the accountant of Mr. Parkhurst’s 
companies. They would like to know to what account he credits the 
charges for interest on capital which go to make up part of the “costs”; 
also his method of disentangling this interest charge in case of bank 
inventories or income tax statements. Also does the typical list of X 
accounts (p. 27) conform to those actually carried on the books? If so, 
how does the bookkeeper debit the unearned burden to loss and gain 
account (p. 50) and at the same time show it as a part of the X costs 
as an “extra item of sales bad work expense, X-32”? (The concurrent 
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memorandum charge against sales expense for the period hardly concerns 
the accountant, but we may venture to sympathize with the sales manager 
in times of general depression at the slap at his department.) 
Contenting himself with stating that by the author’s own showing his 
unit prices as determined by his method include two items of profit, viz. : 
the minimum profit factor and interest on the capital employed, and 
therefore do not state the actual production cost, the reviewer recom- 
mends the book to cost accountants for study and criticism. It is well 
worth while. This is not a mere statement of a theory which the author 
has given us, but a study of actual experience and practice. The more 
we have of them the sooner the standard of correct practice in cost 
accounting will be attained. W. H. L. 











Correspondence 
Compensation of Junior Accountants. 


Editor, The Journal of Accountancy: 


Sir: In your July issue I read an article written by G. L. White of 
Braddock, Pa., which interested me very much. 

It occurs to me that Mr. White’s points are (1) the young man expects 
too much in the way of compensation; (2) comparison of the sacrifices 
made by the young accountant and the young lawyer; (3) value of the 
young accountant to the firm with whom he has been employed, compared 
to his value to the firm of accountants with whom he accepts his first 
position as a junior. 

In discussing the first point Mr. White says that the young man expects 
altogether too much in the way of compensation. I think that Mr. White 
has not taken a second thought on this subject, as anyone knows that 
the young man who has graduated from a law school goes into a lawyer’s 
office and is only fit to do such work as can be done by any young girl 
drawing a salary of from eight to twelve dollars a week. Neither is 
the young man earning a handsome income for his employer by the 
efforts given to the client. On the other hand, the young man who 
applies to the accountant for a position as a junior has in nine cases out 
of ten had four or more years’ experience as a bookkeeper, possibly as 
an assistant or at the head of some office or department of a large corpor- 
ation. In case he secures a position as junior he earns fifteen dollars a 
day for his employer compared to about $1.50 to $2.00 a day earned by the 
young lawyer. 

Secondly, the young lawyer with only a text-book education sacrifices 
only his time to secure training in a law office in order to start one 
of his own. The young accountant with his text-book education and 
actual experience as a bookkeeper for a few years, which has made him 
valuable, must make a material sacrifice in the form of compensation 
from the well paid bookkeeper to the poorly paid accountant. He must 
also sacrifice fully as long a period of time with an accounting firm as 
the young lawyer in the law office before becoming a practitioner, for no 
substantial corporation would think of employing him as accountant with- 
out this experience. 

Third and last, there is no doubt that we as students of accountancy 
are dismayed when we listen to the proposition that an accountant offers 
or has offered us. Any student of accountancy with common sense knows 
that he is not worth to an accountant what he was to the firm with whom 
he has been employed, and he is willing to make a reasonable sacrifice; 
but when an accountant says, “I will give you eighteen or twenty dollars 
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a week while working,” which is about six or seven months at the most 
for the junior, what would be your attitude toward the profession? Is 
it a monopoly? 
Yours truly, 
H. M. Hursvurt. 
363 Park St., Fulton, New York. 
a eet 
Benjamin F. Pabodie 

We announce with deep regret the death of Benjamin F. Pabodie, 
C.P.A., which occurred on July 26, 1916. Mr. Pabodie had been for 
many years a fellow of the American Association of Public Accountants 
through the Society of Certified Public Accountants of New Jersey. He 
held office in the state society and was frequently a delegate to the 
meetings of the American Association. Mr. Pabodie was struck and 
instantly killed by a street car in Montclair, New Jersey. 


Florida State Board of Accountancy 
At the examinations held in July by the Florida state board of 
accountancy four applicants sat and one passed. The successful candidate 
was Jesse A. Greenfield, of Jacksonville. 





The Walton School of Commerce announces the opening of an 
evening school of commerce in New York. The resident manager will 
be Harold Dudley Greeley, C.P.A., 149 Broadway, New York. 





Elmer O. Stevens, C.P.A., has accepted the directorship of the 
extension division of the Pace Institute, 30 Church street, New York. 





W. C. Graves announces the removal of his office to suite 620, 
Brockman building, Los Angeles, California. 


239 





American Association of Public 
Accountants 


ANNUAL MEETING, 1916 
The regular annual meeting of the American Association of Public 


Accountants will be held at the Waldorf-Astoria, New York, Tuesday, 
Wednesday and Thursday, September 19, 20 and 21, 1916. 


PROGRAMME: 


Monday, September 18 
9:30 A. M—Meeting of the board of trustees. 
4-6 P. M.—Reception by the New York state society. 
8:30 P. M.—Entertainment and informal dance at invitation of the 
New York state society. 
Tuesday, September 19 
10 A. M.—Business session: addresses of welcome by the mayor of 
the city and president of the Merchants Association. Reply by president 
of New York State Society of Certified Public Accountants. Presentation 
of credentials, addresses and reports. 
8 P. M.—Theatre party at invitation of New York state society. 
Wednesday, September 20 
10 A. M.—Business session. 
2:30 P. M.—Business session. 
3 P. M.—Boat trip around Manhattan Island for ladies and others 
who can participate. 
Thursday, September 21 
10 A. M.—Closing business session: induction of newly elected officers. 
2:30 P. M.—Meeting of the board of trustees. 
7 P. M—Annual banquet—toast-master, Harvey S. Chase. 
Midnight—Entertainment at invitation of Accountants’ Round Table. 
Friday, September 22 
Outing, to be conducted by the New York state society. 





